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BOUT OUR COMPANY

ResCare, founded in 1974, offers

services to some 32,000 people in 32

states, Washington, DC, Puerto Rico and
Canada. ResCare is a human service
company that provides residential,
therapeutic, job training and educational
supports to people with developmental or
other disabilities, to youth with special
needs and to adults who are experiencing
barriers to employment.

ResCare’s name is based on two words:
Respect and Care. ResCare lives those
words through a strong mission statement
and the ResCare Quality Way, which serve
as the foundation for all of our systems and
procedures. Our ultimate goal is the best
quality of life for the people we support.
ResCare’s services are tailored to meet the
specific needs of each individual. Our
greatest asset is the experience and expertise
gained from nearly three decades of service
to the nation’s most vulnerable
populations. This provides stability, which
is vitally important to the individuals we
support, their families and our employees.
Our extensive quality assurance and best
practices programs are designed to provide

measurable, quantifiable results.




TER T0 ORRREHOLDERS

First, I would like to share some personal comments. have banded together to create a powerful force to ensure
Every day I feel privileged to come to work at ResCare. It '
is an honor to be associated with so many highly
dedicated employees who believe deeply in the value of

what we do. What keeps us motivated is our sense of

purpose in providing support to vulnerable population
which have such essential needs. We view our work as’a
higher calling, and we are grateful for the opportu/m’éy to
provide these critical services. It is good to come,to work

“each day with a mission, but even more 1mportant is the
sense of accomplishment you feel on your way home at
the end of the day.

What we do is not optional. The services we provide
are absolutely essential. No other company is deli\/feri'ng

“more value to the persons it serves in the stateswhere they
reside. Ultimately, the economy will improve; and we wi
be adequately compensated for the good work we do.
the largest company in our industry with revenues
approaching $1 billion, we have an important
mandate. We are delivering our vital services to,

‘the frequently overlooked populations that so”
need our help. For all of our 29,000 employees,
this is more than just a job—it is a noble
mission.

On’t compromise our quxhqg\s% you ¢an
financial objectives is a difficult i

Well Positioned
It is important to remember two things:
first, we have been through this before—it is -
not the first economic downturn we have
experienced, and we endured and actually
prospered the last time, particularly as the

economy emerged from the
_—

Challenges
Our business is complex and challenging.
This presents strong barriers to entry and

"\ recession. Second, we

Y provide essential
services. Qur vulnerable
populations must have
these services, and
there is no better

financial benefits of the essential services
we provide in our communities don’t

always get the credit they deserve from
Wall Street. In our view, there

provider than ResCare.
We believe our company

should be a correlation o " is very well positioned to

between the outstanding YA weather this difficult

care we provide to Y s ) economic environment.
W o N

Qur confidence is
- based on these

underserved populations
and our visibility in the
Investment community.
We will be working harder
to make the value and
uniqueness of what we do
better understood.

Our business is
dependent on state
budgetary processes, and
the reimbursement
environment is as

\ factors:

]

’: B Our highly
energized and
motivated
employees.

B A 97 percent
occupancy rate.

B The increased
availability of labor

Now a house manager Yolanda messee right, has been loving ) X
challenging as T have ever  gpqg giving for 20 years with ResCare in Valdosta, GA. “She’s a lot during an economic
seen it. ResCare and special,” says Linda O’Neil. ResCare employees have meaningful downturn.

other industry providers  relationships with the people they support.




Continued demand for ResCare’s services even during

a recession.

B A well capitalized company that is in the strongest
position in the industry.

B A stronger infrastructure with new time-and-
attendance and accounts receivable systems, our
Best In Class® quality control system and
other internal management improvements.

B We consistently provide high quality
services more cost-effectively than
states can.

A Strong Game Plan

ResCare is headed in the right
direction. As you have every right
to expect from an experienced
management team, we have a
definitive plan:

B Strengthen and expand our services. We answered state
demands for services by opening 164 new homes in
2002,

B Contain costs. Our new time-and-attendance system
is working, and we are achieving substantial cost
savings.

B Focus on expansion of periodic, in-home services,
which are driving margin and revenue growth.

B Respond to growing numbers of requests from states
and other providers to take on additional distressed
populations and incorporate them into the company
without significant investment or added costs.

B Fully use our accounts receivable system to enhance
collections, which is critical to achieving our cash flow
objective. In 2002, we exceeded our target of $30
million as we generated $37 million in cash flow from
operations.

Supporting our Professionals

Another positive development of which we are proud
is our role in the National Advocacy Campaign. The goal
of the campaign, sponsored by ResCare and other

“They are truly the quiet heroes.”

providers, is to address the shortage of available workers in
the field by increasing public awareness of the plight of
direct support professionals and securing better wages and
benefits for those professionals. They are truly the quiet
heroes who enhance the system. We're dedicating the

ResCare Ohio Social Worker
Michelle Ray, left, has worked
tirelessly to reunite 10 people she
supports with their long lost
families. ResCare
employees go beyond
the call of duty for
the people they
support.

ResCare 2002 Annual Report to our employees—these
quiet heroes—and the National Advocacy Campaign. We
believe it is just the beginning of what will be a successful
effort on behalf of the people who are so important to
those we serve.

Continued Growth

In 2002, we modified our growth strategy to focus on
our new homes initiative and internal growth rather than
depending primarily on external acquisitions as a growth
strategy. ResCare continues that strategy into 2003 with
the addition of another 160 new homes in areas where we
already have operations and in response to state needs.

Also, in November 2002, we announced an agreement
to purchase the assets of the Media, Pennsylvania-based
ARBOR, Inc.’s Education & Training Division (ARBOR
E&T). The job training and placement division has
operations in New York, New Jersey, Pennsylvania,
Georgia and California. This transaction closed in the first
quarter of 2003 and has become part of ResCare’s Division
for Training Services. It is expected to generate
approximately $20 million in annual revenue and is
immediately accretive to earnings. ARBOR E&T is an
exciting addition to the ResCare family of services. Our
Division for Training Services has excelled in becoming
one of the leading Job Corps contractors in the United
States, providing training and jobs for young people with
special needs. ARBOR E&T expands that role, enabling
us to reach more people and assist them in becoming more
successful in the job market.

We also announced in January 2003 that we were
awarded a two-year contract, with three one-year options,
by Maricopa County, AZ, to provide in-home supports,




monitoring and respite services to special needs individuals
in Maricopa County and its six cities. The award came
after a request for proposals from Maricopa Integrated
Health System (MIHS) for an innovative and cost-effective
service model.

Positive Outlook
Yes, these are trying times, but we have been in this

business for 28 years and, for our company, there are n

longer many surprises. We have seen very difficult times

before, we understand the environment and we know

to capiralize on it. There is a correlation berween/the
“outstanding care we deliver to support the people we serve
and adding value for our shareholders. Rest assured, we
intend to fulfill our commitment to both constituencies.
Despite all the challenges, we are enthusiastic about/2003.
The trends that support our positive outlook inclade:

S

ow

Consecutive quarter over prior year quarter revenue
increases for the past 45 quarters.
B Strong results from our time-and-attendance system:
B  The outstanding contribution from periodic /inj)o/me
services. S S
B The powerful momentum we are generating from

adding more than 160 new homes per.year.

Making a difference

What gives me the greatest confidence in the future
and adds to my excitement for 2003? Our dedicated
employees for whom all things are possible. Your hard
work and loyalty are the cornerstone of our success, and
we are indebted to you.

In addition to our employees, I must also thank our
shareholders. We value your investment in ResCare and
are keenly aware of the importance of providing a reason-
able return on the capital you invested that allowed us to

ResCare North Carolina Senior Support Staff
Jonathan Henderson, right, has provided support
to people with disabilities for eight
years. He is carving a pumpkin
with Kenny Pope for a
Halloween party. ResCare
employees are friends with the
people they support.

—

establish this wonderful business. ResCare has a vital
mission of providing respect and care to people that we, as
a society, have identified as needing support. I believe our
record clearly shows our success in using our capital to
fulfill ¢ g people, well-maintained
safe t procedures and systems. We

shrough carin

ahfor future groweh and
all ofus-that what we-do for

ResCare has the clear potenti

expansion ortant to

*

S

alue and rewatd.beyond the

csuiit of profitabi evép-we understand.we area
public company, anl have obligativas to our share-
olders. \mé ‘
We know as a company with asogial conscie e
¢ : those of doing vkll\an{ doing good,

e direct consequence of our
£ ¢
e vulnerable popula-

~

iness. To
e

Ours is a challenging and~samplicated
our 29,000 employees, the work théydo could no
more important or more demanding. In our business yo
really have to love your work, and clearly we dos.__

~

Sincerely,

Cution.

Ronald G. Geary
Chairman, President and Chief Executive Officer




- Putting People First
For 28 years, ResCare has partnered with states, advocacy
| groups, the people we support and their families and friends

. to successfully promote person-centered supports for people
with developmental disabilities. Our dedicated employees
enrich many lives by making it possible for people with
serious challenges to live in the least restrictive environment

. and develop their greatest potential. Putting people first is our
‘ way of life.

Now this is at risk because staffing shortages and funding
shortfalls threaten the quality and continuity of community-
based services. We know, all too well, that the quality of our
services is only equal to the quality of the workforce.

That’s why ResCare was at the table when the first
discussions were held about what could be done collectively
about the problem. We were there when a group of private
providers with ANCOR (the American Network of
Community Options and Resources) initiated what has
become known as “The National Advocacy Campaign.”

The campaign’s mission is “...to find the resources to
recruit, train and retain a stable, qualified direct support
.~ workforce that will enhance and promote community living
' and enrich the lives of Americans with disabilities.” ResCare
| was the first provider to sign on to the
| campaign.

“‘ Specific objectives include:
B Obtain wage and benefit
enhancements.

B Make this a nationally

understood issue to
begin policy reform.

B Demonstrate the
critical role direct
support professionals
make in enhancing the
lives of Americans
with disabilities. P

B Enhance the image |
of this important
career path to actract
more people to the field.

. B Build the level of public

' awareness of private

provider services.

Building Support
In September 2002, at a

national press conference in

Washington, D.C., U.S. Reps.  SUPPO™t

HTIONAL ADVOGACY LAMPRIGN

ResCare Kentucky Home Manager Margie Strange, left, helps
a resident adjust her cochlear implant device. Ms. Strange
fought for two years to get the individual her hearing implant.
ResCare employees are advocates for the people they

Pete Sessions, R-TX, and Lois Capps, D-CA, presented
House Concurrent Resolution 477 recognizing the vital
contribution direct support professionals make in the lives of
people with disabilities.

Secretary of Labor Elaine L. Chao also issued a statement
in support of the National Advocacy Campaign and direct
suppott professionals at a meeting held with ANCOR
members in Washington, DC. Secretary Chao called the
industry the “heart of the American spirit.” She promised the
enthusiastic support of the Department of Labor, working
with the Department of Health and Human Services, to
address the national labor crisis for direct support
professionals. This initiative will identify methods to attract,
train and maintain a committed and dedicated workforce.

In the new congressional session in March 2003,

U.S. Sens. Jim Bunning, R-KY, and Blanche Lincoln, D-AR,
introduced Senate Concurrent Resolution 21 calling for
national recognition of direct support professionals.

On the same day Sens. Bunning and Lincoln introduced
their resolution in the Senate, U.S. Reps. Sessions and Capps
re-introduced House Concurrent Resolution 94.

Supportets of the National Advocacy Campaign are
building momentum. There are concerted efforts to educate
members of the executive and
legislative branches of
government about the
workforce crisis and how it
compromises the lives of our

: g \nation’s most vulnerable
N > population. ANCOR meets
’ "~ with state provider
associations across the
U.S. and more are
signing on to the
campaign every day.
Direct support
~ professionals are
__» mailing letters to their
members of Congress
urging support of the
resolution. National
. advocacy groups for
people with disabilities
have joined the barte.
The National Advocacy
Campaign is making
strides endorsing the credo
Direct Support
Professionals embody
every day, “Together we
can make a difference.”

-

S

k=3




UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
Form 10-K
(Mark One)

(X1 Annual report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for the fiscal year
ended December 31, 2002

[ 1] Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for transition
period from to

Commission File Number: 0-20372

RES-CARE, INC.
(Exact name of registrant as specified in its charter)
KENTUCKY 61-0875371
(State or other jurisdiction of (IRS Employer Identification No.)
incorporation or organization)
10140 Linn Station Road 40223
Louisville, Kentucky (Zip Code)

i (Address of principal executive offices)

' Registrant's telephone number, including area code: (502) 394-2100
Securities registered pursuant to Section 12(b) of the Act:

Name of each exchange on
Title of each class which registered

None

Securities registered pursuant to Section 12(g) of the Act:

Common Stock, no par value

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d)
of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter periods that the
registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90
days. Yes¥ No .

Indicate by check mark if disclosure of delinquent filers pursuant to Rule 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant's knowledge in definitive proxy or information
statements incorporated by reference in Part IIT of this Form 10-K or any amendment of this Form 10-K. [v]

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act).
Yes v No .

As of February 28, 2003, there were 24,418,336 shares of the registrant's common stock, no par value,
outstanding. The aggregate market value of the shares of registrant held by non-affiliates of the registrant, based
on the closing price of such on the NASDAQ National Market System on June 28, 2002, was approximately
$115,209,000. For purposes of the foregoing calculation only, all directors and executive officers of the registrant
have been deemed affiliates.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant's proxy statement for its 2003 annual meeting of shareholders are incorporated
by reference into Part III.
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PART1
ITEM 1. Business
General

Res-Care, Inc. is a leading provider of residential, therapeutic, job training, educational and support
services to populations with special needs, including persons with developmental and other disabilities, to youth
with special needs and to adults who are experiencing barriers to employment. All references in this Annual

Report on Form 10-K to “ResCare,” “our company,” “we,” “us,” or “our” mean Res-Care, Inc. and, unless the
context otherwise requires, its consolidated subsidiaries.

Qur programs include an array of services provided in both residential and non-residential settings for
adults and youths with mental retardation or other developmental disabilities (MR/DD) and disabilities caused by
acquired brain injury (ABI), and youths who have special educational or support needs, are from disadvantaged
backgrounds, or have severe emotional disorders; including some who have entered the juvenile justice system.
Because most of our MR/DD consumers require services over their entire lives and many states have extensive
waiting lists for services, our MR/DD operations have experienced high occupancy rates. Occupancy rates in ABI
and youth services operations are affected by shorter lengths of stay.

Since January 2003, we provide services to welfare recipients, young people and people who have been
laid off or have special barriers to employment, to transition into the workforce and become productive
employees.

At December 31, 2002, we provided services to approximately 28,900 persons with special needs in 32
states, Washington, D.C., Canada and Puerto Rico. At December 31, 2002, we provided services to approximately
19,800 persons with disabilities in community group homes, personal residences and other community-based
programs and in larger facilities, and to approximately 7,400 disadvantaged youths in federally funded Job Corps
centers and approximately 1,700 at-risk and troubled youths in juvenile treatment programs and facilities operated
for state and local agencies.

Description of Services by Segment

We have three reportable operating segments: (i) disabilities services, (ii) youth services and (iii) training
services. Note 9 of the Notes to Consolidated Financial Statements includes additional information regarding each
of these segments, including the disclosure of required financial information. The information in Note 9 is
incorporated herein by reference and should be read in conjunction with this section.

Disabilities Services

We are the nation’s largest private provider of services for individuals with MR/DD. At December 31,
2002, we served approximately 19,800 individuals in 27 states, Washington, D.C., and Canada. Services are
provided mainly in community-based homes operated by ResCare and in the homes of individuals with MR/DD.
At December 31, 2002, approximately 94% of the disabilities services clients resided in community settings,
either in group homes or in their own or their family’s homes. As of that date, we served approximately 5,300
clients in their family homes. Because most people with MR/DD require services over their entire lives and many
states have extensive waiting lists of people requiring services, we have consistently experienced occupancy rates
of at least 97% since 1996.

We provide the following MR/DD services:

e  Periodic In-Home Services: These programs provide customized supports which enable people to live
in or return to their homes. Hourly units of service are provided in response to an individual’s
identified needs and may include personal care, habilitation, respite care, attendant care and

1




housekeeping. Services are provided for persons with developmental disabilities, physical disabilities,
Alzheimer’s disease and related disorders, spinal cord injuries, acquired brain injury, terminal illness
and other needs.

¢  Group Homes: Our typical group homes are family-style houses in the community where four to eight
individuals live together. Well-trained staff provide 24-hour supervision and support. Residents are
encouraged to take responsibility for their home, health and hygiene. They are also encouraged to
actively take part in community functions.

o Supported Living: Our supported living programs provide services tailored to the specific needs of
one, two or three individuals living in a home or an apartment in the community. Individuals may
need only a few hours of support each week, or they may require services 24 hours a day.

® Residential Facilities: Our residential facilities serve 10 or more individuals in campus-style settings.
In these facilities, we strive to create a home-like atmosphere that emphasizes individuality and
choice.

o Vocational and Day Activity Programs: These programs offer people with developmental disabilities
the opportunity to become active in their communities and/or attain meaningful employment.
Vocational programs contract with local industries to provide short- or long-term work. Day activity
programs provide interactive and educational activities and projects for individuals to assist them in
reaching their full potential.

Our programs are based predominantly on individual habilitation plans or individual support plans
designed to encourage greater independence and development of daily living skills through individualized support
and training. We believe that the breadth and quality of our services and support and training programs makes us
attractive to state and local governmental agencies and not-for-profit providers who may wish to contract with us.
Our programs are designed to offer specialized support to these individuals not generally available in larger state
institutions and traditional long-term care facilities. In each of our programs, services are administered by our
employees and contractors, such as qualified mental retardation professionals (QMRPs) or support/service
coordinators, physicians, psychologists, therapists, social workers and other direct support professionals. These
services include social, functional and vocational skills training, supported empioyment and emotional and
psychological counseling or therapy as needed for each individual.

Social Skills Training. Social skills training focuses on problem solving, anger management and
adaptive skills to enable persons with disabilities to interact with others in the residential setting and in
their community. We emphasize contact with the community at large as appropriate for each individual.
The desired outcome is to enable each person to participate in home, family and community life as fully
as possible.

Many individuals with developmental and other disabilities require behavioral intervention
services. We provide these services through psychiatrists, psychologists and behavioral specialists, most
of whom serve as consultants on a contract basis. All operations utilize a non-aversive approach to
behavior management which is designed to avoid consequences involving punishment or extreme
restrictions on individual rights. Whenever possible, the interdisciplinary team and direct support staff
employ behavior management techniques rather than psychotropic medications to modify behavior, the
goal being to minimize the use of medications whenever possible. When indicated, medications are
administered in strict compliance with all applicable regulations.

Functional Skills Training. Functional skills training program encourages mastery of personal
skills and the achievement of greater independence. As needed, individual habilitation or support plans
may focus on basic skills training in such areas as personal hygiene and dressing, as well as more




complex activities such as shopping and use of public transportation. Individuals are encouraged to
participate in daily activities such as housekeeping and meal preparation as appropriate.

Vocational Skills Training and Day Programs. We provide extensive vocational training or
specialized day programs for many of the people we support. Some individuals are able to be placed in
community-based jobs, either independently or with job coaches, or may participate as part of a work
team contracted for a specific service such as cleaning, sorting or maintenance. Clients not working in the
community may be served through vocational workshops or day programs appropriate for their needs. We
operate such programs and also contract for these services with outside providers. Our philosophy is to
enable all persons served to perform productive work in the community or otherwise develop vocational
skills based on their individual abilities. People participating in specialized day programs may be older or
have physical or health restrictions which prevent them from being employed or participating in
vocational programs. Specialized day programs may include further training in daily living skills,
community integration or specialized recreation activities.

Counseling and Therapy Programs. Our counseling and therapy programs address the physical,
emotional and behavioral challenges of individuals with MR/DD or ABI. Goals of the programs include
the development of enhanced physical agility and ambulation, acquisition of adaptive skills for both
personal care and work, as well as the development of coping skills and the use of alternative,
responsible, and socially acceptable interpersonal behaviors. Individualized counseling programs may
include group and individual therapies. Occupational and physical therapies and therapeutic recreation are
provided based on the assessed needs of each person.

At each of our operations, we provide comprehensive individualized support and training programs that
encourage greater independence and the development of personal and vocational skills commensurate with the
particular person’s capabilities. As they progress, new programs are created to encourage greater independence,
self-respect and the development of additional personal, social and/or vocational skills.

Revenues for our Disabilities Services operations are derived primarily from state Medicaid programs and
from management contracts with private operators, generally not-for-profit providers, who contract with state
government agencies and are also reimbursed under the Medicaid program. We also provide respite, therapeutic
and other services on an as-needed basis or hourly basis through our periodic in-home services programs that are
reimbursed on a unit-of-service basis. Reimbursement methods vary by state, and service type, and have
historically been based on a flat-rate system, cost-based reimbursement system, on a per person per diem, or on a
unit-of-service basis. Generally, rates are adjusted annually based upon historical costs experienced by us and by
other service providers, or economic conditions and their impact on state budgets. At facilities and programs
where we are the provider of record, we are directly reimbursed under state Medicaid programs for services we
provide and revenues are affected by occupancy levels. At most facilities and programs that we operate pursuant
to management contracts, the management fee is negotiated. Under certain management contracts, we are paid a
fixed fee regardless of occupancy levels. See Note 1 of Notes to Consolidated Financial Statements for a further
discussion of our revenue recognition policies with respect to Medicaid contracts.

Youth Services

Through our youth services segment, we operate programs that are designed to address the specific needs
of at-risk and troubled youths to enable each youth to be a more productive member of the community. The young
people targeted to be served range from those who have special educational or support needs, to youths who
exhibit a variety of behavioral and emotional disorders and in some instances have been diagnosed with mental
retardation or other developmental disability, to pre-adjudicated and adjudicated youths who have entered the
juvenile justice system. Special needs and at-risk youth programs operated through our Alternative Youth
Services (AYS) subsidiary include residential treatment programs, the operation of alternative site and private
schools, foster care programs and emergency shelters. Programs offered for troubled youths through our
Youthtrack subsidiary include secure and staff-secure detention programs, long-term treatment programs, secure
transportation, day treatment programs and monitoring, and transition and after-care programs.
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Our programs include a variety of educational, behavioral and vocational training, including individual,
group and family counseling and training in social and independent living skills. These programs emphasize self-
esteem, academic achievement, empathy development, critical thinking and problem solving, anger management
and coping strategies, substance abuse treatment and relapse prevention. Programs are designed to: (i) increase
self-control and effective problem-solving; (ii) teach youths how to understand and consider other people’s
values, behaviors and feelings; (iii) show youths how to recognize the effects of their behavior on other people
and why others respond to them as they do; and (iv) enable youths to develop alternative, responsible,
interpersonal behaviors. Although certain youths in our programs require both drug therapy and treatment for use
or abuse of drugs, our goal is to minimize or eliminate the use of medication whenever possible. When
appropriate, medication is prescribed by independent physicians and may be administered by our personnel. We
believe that the breadth of our services and our history of working with youths make us attractive to local, state
and federal governmental agencies.

Most of the youth services programs are funded directly by federal, state and local government agencies
including school systems. Under these contracts, we are typically reimbursed based on fixed contract amounts,
flat-rates or cost-based rates.

Training Services

Since 1976, we have been operating programs for disadvantaged youths through the federal Job Corps
program administered by the U.S. Department of Labor (DOL), which provides for the educational and vocational
skills training, health care, employment counseling and other support necessary to enable disadvantaged youths to
become responsible working adults. '

We operate 15 Job Corps centers with a contracted capacity of approximately 7,400 people. The Job
Corps program is designed to address the severe unemployment problem faced by disadvantaged youths
throughout the country and Puerto Rico. The typical Job Corps student is a 16- to 24-year old high school dropout
who reads at the seventh grade level, comes from a disadvantaged background, has not held a regular job, and was
living in an environment characterized by a troubled home life or other disruptive condition. Each center offers
training in several vocational areas depending upon the particular needs and job market opportunities in the
region. Students are required to participate in basic education classes to improve their academic skills and to
complement their vocational training. High school equivalency classes are available to obtain GED certificates.
Upon graduation or other departure from the program, each student is referred to the nearest Job Corps placement
agency for assistance in finding a job or enrolling in a school or training program. Approximately 70% of the
students completing the program have obtained jobs or continued their education elsewhere.

Under Job Corps contracts, we are reimbursed for direct facility and program costs related to Job Corps
center operations, allowable indirect costs for general and administrative costs, plus a predetermined management
fee, normally a fixed percentage of facility and program costs. All of such amounts are reflected as revenue, and
all such direct costs are reflected as facility and program costs. Final determination of amounts due under Job
Corps contracts is subject to audit and review by the DOL, and renewals and extension of Job Corps contracts are
based in part on performance reviews.

We also provide, under separate contracts with the Department of Interior or the primary operator, certain
administrative, counseling, educational, vocational and other support services for several civilian conservation
centers not operated by us. These civilian conservation centers are very similar to Job Corps centers, although
funding for the program is provided through state agencies from the Department of Interior.




Operations
Disabilities Services

Disabilities Services operations are organized under six geographic regions for MR/DD services, along
with separate business units for Periodic Services and ABI operations. In general, each cluster of group homes,
supported living program or larger facility is overseen by an executive director. In addition, a program manager
supervises a comprehensive team of professionals and community-based consultants who participate in the design
and implementation of individualized programs for each individual served. QMRPs work with direct service staff
and professionals involved in the programs to ensure that quality standards are met and that progress towards each
individual’s goals and objectives is monitored and outcomes are achieved. Individual habilitation plans are
reviewed and modified by the team as needed. The operations utilize community advisory boards and consumer
satisfaction surveys to solicit input from professionals, family members and advocates, as well as from the
neighboring community, on how to continue to improve service delivery and increase involvement with the
neighborhood or community. '

Our direct service staff has the most frequent contact with, and generally are recruited from, the
community in which the facility or program is located. These staff members are screened to meet certain
qualification requirements and receive orientation, training and continuing education.

The provision of disabilities services is subject to complex and substantial state and federal regulations
and we strive to ensure that our internal controls and reporting systems comply with Medicaid and other program
requirements, policies and guidelines. We design and implement programs, often in coordination with appropriate
state agencies, in order to assist the state in meeting its objectives and to facilitate the efficient delivery of quality
services. Under the direction of our chief compliance officer, management and staff keep current with new laws,
regulations and policy directives affecting the quality and reimbursement of the services provided.

We have developed a model of ongoing program evaluation and quality management which we believe
provides critical feedback to measure the quality of our various operations. Each operation conducts its own
quality assurance program using the ResCare Best in Class (BIC) performance benchmarking system. BIC
performance results are reviewed by management on an on-going basis. Management and operational goals and
objectives are established for each facility and program as part of an annual budget and strategic planning process.
A weekly statistical reporting system and quarterly statement of progress provide management with relevant and
timely information on the operations of each facility. Survey results from governmental agencies for each
operation are recorded in a database and summary reports are reviewed by senior management. We believe the
BIC system is a vital management tool to evaluate the quality of our programs and has been useful as a marketing
tool to promote our programs, Since it provides more meaningful information than is usually provided by routine
monitoring by governmental agencies. All Disabilities Services senior staff participate in a performance-based
management system which evaluates individual performance based on critical job function outcomes.
Additionally, we demonstrate our commitment to the professional development of our employees by offering
classes and training programs, as well as tuition reimbursement benefits.

Youth Services

Our youth programs are designed to provide consistent, high quality and cost-effective education and
treatment to address the needs of the various segments of the special needs, at-risk and troubled youth
populations. We generally are responsible for the overall operation of our facilities and programs, including
management, general administration, staff recruitment, security and supervision of the youths in our programs.

We have assembled an experienced team of managers, counselors and staff that blends program expertise
with business and financial experience. We believe that our recruitment, selection and training programs develop
personnel capable of implementing our systems and procedures. Our staff includes teachers, counselors, mental
health professionals, juvenile justice administrators and licensed clinicians.




Our internal policies require our teachers, counselors, security and other direct service staff to complete
extensive training. Core training includes courses in the major program components, such as behavior change
education, positive peer culture, nonviolent crisis intervention, discipline and limit-setting, anger management and
social skills training. Continuing education also is required for all staff. We demonstrate our commitment to our

employees’ professional development by offering classes and training programs, as well as tuition reimbursement
benefits. We have also implemented our BIC system at the majority of our youth services programs.

We recognize that, in the operation of programs for at-risk and troubled youths, our primary mission is to
protect the safety of the staff and youths within a facility, as well as the neighboring community. Thus, our
programs emphasize security, risk assessment and close supervision by responsible and well-trained staff.

Training Services

Our Job Corps centers are operated under contract with the DOL, which provides the physical plant and
equipment. We are directly responsible for the management, staffing and administration of Job Corps centers. A
typical ResCare Job Corps operation consists of a three-tier management staff structure. The center director has
the overall responsibility for day-to-day management at each facility and is assisted by several senior staff
managers who typically are responsible for academics, vocational training, social skills, safety and security,
health services and behavior management. Managers are assisted by front line supervisors who have specific
responsibilities for such areas as counseling, food services, maintenance, finance, residential life, recreation,
property, purchasing, human resources and transportation.

An outcome performance measurement report for each center, issued by the DOL monthly, measures two
primary categories of performance: (i) education results, as measured by GED/HSD achievement and/or
vocational completion and attainment of employability skills; and (ii) placement of graduates. These are then
combined into an overall performance rating. Centers are ranked on a 100-point scale by the DOL. Performance
standards reports are reviewed by management and acted upon as appropriate to address areas where
improvement is needed.

Contracts

State Contracts. We participate under contracts that are regulated by federal and state agencies as a
provider of services in the Medicaid Assistance Program, Title XIX of the Social Security Act (Medicaid).
Although the contracts generally have a stated term of one year and generally may be terminated without cause on
60 days notice, the contracts are typically renewed annually if we have complied with licensing, certification,
program standards and other regulatory requirements. Serious deficiencies can result in delicensure or
decertification actions by these agencies. As provider of record, we contractually obligate ourselves to adhere to
the applicable federal and state regulations regarding the provision of services, the maintenance of records and
submission of claims for reimbursement under Medicaid and pertinent state Medicaid Assistance programs.
Pursuant to provider agreements, we agree to accept the payment received from the government entity as payment
in full for the services administered to the individuals and to provide the government entity with information
regarding the owners and managers of ResCare, as well as to comply with requests and audits of information
pertaining to the services rendered. Provider agreements can be terminated at any time for non-compliance with
the federal, state or local regulations. Reimbursement methods vary by state and service type and can be based on
a flat-rate system, cost-based reimbursement system, on a per person per diem, or on a unit-of-service basis. See
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and “Notes to
Consolidated Financial Statements.”

Contracts for our youth services programs, excluding Job Corps, are regulated by state and local
governmental entities. Contracts generally have one-year terms, subject to annual renewal, or cover individuals
for specific terms. The contract rate is also accepted as payment in full for services rendered.

Management Contracts. Management contracts with state agencies or other providers of record typically
require us to manage the day-to-day operations of facilities or programs. Most of these contracts are long-term
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(generally two to five years in duration, with several contracts having 30-year terms) and are subject to renewal or
re-negotiation provided that we meet program standards and regulatory requirements. Except in West Virginia, in
which contracts cover individual homes, most management contracts cover groups of two to 16 facilities.
Depending upon the state’s reimbursement policies and practices, management contract fees are computed on the
basis of a fixed fee per individual, which may include some form of incentive payment, a percentage of operating
expenses (cost-plus contracts), a percentage of revenue or an overall fixed fee paid regardiess of occupancy. Our
management contracts provide for working capital advances to the provider of record, subject to the contractual
arrangement. Historically, our Medicaid provider contracts and management contracts have been renewed or
satisfactorily renegotiated. We believe our experience in this regard is consistent with the overall experience of
other operators in the disabilities services business.

Job Corps Contracts. Contracts for Job Corps centers are awarded pursuant to a rigorous bid process.
After successfully bidding, we operate the Job Corps centers under comprehensive contracts negotiated with the
DOL. Under Job Corps contracts, we are reimbursed for all facility and program costs related to Job Corps center
operations, allowable indirect costs for general and administrative costs, plus a predetermined management fee,
normally a fixed percentage of facility and program costs.

The contracts cover a five-year period, consisting of an initial two-year term with three one-year renewal
terms exercisable at the option of the DOL. The contracts specify that the decision to exercise an option is based
on an assessment of: (i) the performance of the center as compared to its budget; (ii) compliance with federal,
state and local regulations; (iii) qualitative assessments of center life, education, outreach efforts and placement
record; and (iv) the overall rating received by the center. Shortly before the expiration of the five-year contract
period (or earlier if the DOL elects not to exercise a renewal term), the contract is re-bid, regardless of the
operator’s performance. The current operator may participate in the re-bidding process. In situations where the
DOL elects not to exercise a renewal term, however, it is unlikely that the current operator will be successful in
the re-bidding process. It is our experience that there is usually an inverse correlation between the performance
ratings of the current operator and the number of competitors who will participate in the re-bidding process, with
relatively fewer competitors expected where such performance ratings are high.

We operate 15 Job Corps centers under twelve separate contracts with the DOL, Of the five-year periods
covered by our Job Corps contracts, two expire in 2003, three in 2004, five in 2005, one in 2006 and one in 2007.
We intend to selectively pursue additional centers through the Request for Proposals (RFP) process.

We also provide, under separate contracts with the Department of Interior or the primary operator, certain
administrative, counseling, educational, vocational and other support services for several civilian conservation
centers not operated by us.

Marketing and Development

Our marketing activities focus on initiating and maintaining contacts and working relationships with state
and local governments and governmental agencies responsible for the provision of the types of disabilities
services and youth services offered by us, and identifying other providers who may consider a management
contract arrangement or other transaction with us.

Our Chief Development Officer directs our marketing efforts for disabilities services and youth services.
Responsibility for marketing activities also extends to other officers of our company and subsidiaries. Marketing
activities are reviewed on a regular basis by senior management.

In our pursuit of government contracts, we contact governments and governmental agencies in
geographical areas in which we operate and in others in which we have identified expansion potential. Contacts
are made and maintained by both regional operations personnel and corporate development personnel, augmented
as appropriate by other senior management. We target new areas based largely on our assessment of the need for
our services, the system of reimbursement, the receptivity to out-of-state and proprietary operators, expected




changes in the service delivery system (i.e., privatization or downsizing), the labor climate and existing
competition.

We also seek to identify service needs or possible changes in the service delivery or reimbursement
system of- governmental entities that may be driven by changes in administrative philosophy, budgetary
considerations, pressure or legal actions brought by advocacy groups. As needs or possible changes are identified,
we attempt to work with and provide input to the responsible governmental personnel and to work with provider
associations and consumer advocacy groups to this end. If an RFP results from this process, we then determine
whether and on what terms we will respond and participate in the competitive process.

With regard to identifying other providers who may be management contract or other transaction
candidates, we attempt to establish relationships with providers through presentations at national and local
conferences, membership in national and local provider associations, direct contact by mail, telephone or personal
visits and follow up with information packets.

In some cases, we may be contacted directly and requested to submit proposals or become a provider in
order to provide services to address specific problems. These may include an emergency takeover of a troubled
operation or the need to develop a large number of community placements within a certain time period.

Referral Sources

We receive substantially all of our MR/DD clients from third party referrals. Generally, family members
of persons with MR/DD are made aware of available residential or alternative living arrangements through a state
or local case management system. Case management systems are operated by governmental or private agencies.
Our ABI services receive referrals from doctors, hospitals, private and workers’ compensation insurers and
attorneys. In either case, where it is determined that some form of MR/DD or ABI service is appropriate, a referral
of one or more providers of such services is then made to family members or other interested parties. We
generally receive referrals or placements of individuals to our AYS and Youthtrack programs through state or
local agencies or entities responsible for such services. Individuals are recruited to our Job Corps programs
largely through private contractors. We also have contracts directly with the DOL to recruit students to our own
centers. Our reputation and prior experience with agency staff, case workers and others in positions to make
referrals to us are important for building and maintaining census in our operations.

Customers

We are substantially dependent on revenues received under contracts with federal, state and local
government agencies. For the year ended December 31, 2002, we derived 11% of our revenues under contracts for
MR/DD services in Texas and 16% of our revenues under contracts under the federal Job Corps program.
Generally, these contracts are subject to termination at the election of governmental agencies and in certain other
circumstances such as failure to comply with applicable regulations or quality of service issues.

Seasonality

Our other youth services programs operating alternative and private schools are subject to seasonality as a
result of school being out of session in parts of the second and third quarters. However, this seasonality does not
have a significant impact on our consolidated results of operations.
Foreign Operations

We operate certain programs under our ABI unit in Canada, which contracts with Canadian governmental

agencies to provide services. The operating results of these programs are not significant to our consolidated
results of operations.




Competition

The provision of disabilities services, training services and youth services is subject to a number of
competitive factors, including range and quality of services provided, cost-effectiveness, reporting and regulatory
expertise, reputation in the community, and the location and appearance of facilities and programs. These markets
are highly fragmented, with no single company or entity holding a dominant market share. We compete with other
for-profit companies, not-for-profit entities and governmental agencies.

With regard to disabilities services, individual states remain a provider of MR/DD services, primarily
through the cperation of large institutions. Not-for-profit organizations are also active in all states and range from
small agencies serving a limited area with specific programs to multi-state organizations. Many of these
organizations are affiliated with advocacy and sponsoring groups such as community mental health and mental
retardation centers and religious organizations.

The youth services business in which we engage is one that other entities may easily enter without
substantial capital investment or experience in management of education or treatment facilities. In addition,
certain not-for-profit entities may offer education and treatment programs at a lower cost than we do in part due to
government subsidies, foundation grants, tax deductible contributions or other financial resources not available to
for-profit companies.

Currently, only a limited number of companies actively seek Job Corps contracts because the bidding
process is highly specialized and technical and requires a significant investment of personnel and other resources
over a period of several months. Approximately one-half of the privately operated centers are operated by the
three largest operators. Competition for Job Corps contracts has increased as the DOL has made efforts to
encourage new participants in the program, particularly small businesses, including minority-owned businesses.

Certain proprietary competitors operate in multiple jurisdictions and may be well capitalized. We also
compete in some markets with smaller local companies that may have a better understanding of the local
conditions and may be better able to gain political and public acceptance. Such competition may adversely affect
our ability to obtain new contracts and complete transactions on favorable terms. We face significant competition
from all of these providers in the states in which we now operate and expect to face similar competition in any
state that we may enter in the future.

Professional staff retention and development is a critical factor in the successful operation of our business.
The competition for talented professional personnel, such as therapists and QMRPs, is intense. We typically
utilize a standard professional service agreement for provision of services by certain professional personnel,
which is generally terminable on 30 or 60-day notice. The demands of providing the requisite quality of service to
persons with special needs contribute to a high turnover rate of direct service staff leading to increased overtime
and the use of outside consultants and other personnel. Consequently, a high priority is placed on recruiting,
training and retaining competent and caring personnel. In some tight labor markets, we have experienced
difficulty in hiring and retaining direct service staff. This has resulted in higher labor costs to us in recent years.

Government Regulation and Reimbursement

Our operations are subject to compliance with various federal, state and local statutes and regulations.
Compliance with state licensing requirements is a prerequisite for participation in government-sponsored
assistance programs, such as Medicaid. The following sets forth in greater detail certain regulatory considerations
applicable to us:

Funding Levels. Federal and state funding for our disabilities services business is subject to statutory and
regulatory changes, administrative rulings, interpretations of policy, intermediary determinations and
governmental funding restrictions, all of which may materially increase or decrease program reimbursement.
Congress has historically attempted to curb the growth of federal funding of such programs, including limitations
on payments to programs under the Medicaid program. Although states in general have historically increased
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rates to compensate for inflationary factors, some have curtailed funding due to state budget deficiencies or other
reasons. In such instances, providers acting through their state trade associations, may attempt to negotiate or
employ legal action in order to reach a compromise settlement. Future revenues may be affected by changes in
rate-setting structures, state budgets, methodologies or interpretations that may be proposed or under
consideration in states where we operate.

Reimbursement Requirements. To qualify for reimbursement under Medicaid programs, facilities and
programs are subject to various requirements of participation and other requirements imposed by federal and state
authorities. In order to maintain a Medicaid or state contract, certain statutory and regulatory requirements must
be met. These participation requirements relate to client rights, quality of services, physical plant and
administration. Long-term providers, like our company, are subject to periodic unannounced inspection by state
authorities, often under contract with the appropriate federal agency, to ensure compliance with the requirements
of participation in the Medicaid or state program.

Licensure. In addition to the requirements to be met by our company for participation in the Medicaid
program, our facilities and programs are usually subject to annual licensing and other regulatory requirements of
state and local authorities. These requirements relate to the condition of the facilities, the quality and adequacy of
personnel and the quality of services. State licensing and other regulatory requirements vary by jurisdiction and
are subject to change and interpretation.

Regulatory Enforcement. From time to time, we receive notices from regulatory inspectors that, in their
opinion, there are deficiencies for failure to comply with various regulatory requirements. We review such notices
and take corrective action as appropriate. In most cases, we and the reviewing agency agree upon the steps to be
taken to address the deficiency, and from time to time, we or one or more of our subsidiaries may enter into
agreements with regulatory agencies requiring us to take certain corrective action in order to maintain licensure.
Serious deficiencies, or failure to comply with any regulatory agreement, may result in the assessment of fines or
penalties and/or decertification or delicensure actions by the Center for Medicare and Medicaid Services or state
regulatory agencies.

Restrictions on Acquisitions and Additions. All states in which we currently operate have adopted laws or
regulations which generally require that a state agency approve us as a provider, and many require a determination
that a need exists prior to the addition of covered persons or services.

Cross Disqualifications and Delicensure. In certain circumstances, conviction of abusive or fraudulent
behavior with respect to one facility or program may subject other facilities and programs under common control
or ownership to disqualification from participation in the Medicaid program. Executive Order 12549 prohibits any
corporation or facility from participating in federal contracts if it or its principals (including but not limited to
officers, directors, owners and key employees) have been debarred, suspended, or declared ineligible, or have
been voluntarily excluded from participating in federal contracts. In addition, some state regulators provide that
all facilities licensed with a state under common ownership or control are subject to delicensure if any one or
more of such facilities are delicensed.

Regulation of Certain Transactions. The Social Security Act, as amended by the Health Insurance
Portability and Accountability Act of 1996 (HIPAA), provides for the mandatory exclusion of providers and
related persons from participation in the Medicaid program if the individual or entity has been convicted of a
criminal offense related to the delivery of an item or service under the Medicaid program or relating to neglect or
abuse of residents. Further, individuals or entities may be, but are not required to be, excluded from the Medicaid
program in circumstances including, but not limited to, the following: convictions relating to fraud; obstruction of
an investigation of a controlled substance; license revocation or suspension; exclusion or suspension from a state
or federal health care program; filing claims for excessive charges or unnecessary services or failure to furnish
medically necessary services; or ownership or contro! by an individual who has been excluded from the Medicaid
program, against whom a civil monetary penalty related to the Medicaid program has been assessed, or who has
been convicted of a crime described in this paragraph. The illegal remuneration provisions of the Social Security
Act make it a felony to solicit, receive, offer to pay, or pay any kickback, bribe, or rebate in return for referring a

10




resident for any item or service, or in return for purchasing, leasing or ordering any good, service or item, for
which payment may be made under the Medicaid program. Other provisions in HIPAA proscribe false statements
in billing and in meeting reporting requirements and in representations made with respect to the conditions or
operations of facilities. A violation of the illegal remuneration statute is a felony and may result in the imposition
of criminal penalties, including imprisonment for up to five years and/or a fine of up to $25,000. Further, a civil
action to exclude a provider from the Medicaid program could occur. There are also other civil and criminal
statutes applicable to the industry, such as those governing false billings and the new health care/services offenses
contained in HIPAA, including health care/services fraud, theft or embezzlement, false statements and obstruction
of criminal investigation of offenses. Criminal sanctions for these new health care criminal offenses can be severe.
Sanctions for fraud offense, for example, include imprisonment for up to 20 years. The agencies administering the
Medicaid program have increased their criminal and civil enforcement activity in the prevention of program fraud
and abuse, including the payment of illegal remuneration.

Environmental Laws. Certain federal and state laws govern the handling and disposal of medical,
infectious, and hazardous waste. Failure to comply with those laws or the regulations promulgated under them
could subject an entity covered by these laws to fines, criminal penalties, and other enforcement actions.

OSHA. Federal regulations promulgated by the Occupational Safety and Health Administration impose
additional requirements on us including those protecting employees from exposure to elements such as blood-
borne pathogens. We cannot predict the frequency of compliance, monitoring, or enforcement actions to which we
may be subject as regulations are implemented and there can be no assurance that such regulations will not
adversely affect our operations.

Information Systems

We are continually focused on improving operations in order to improve quality and be cost efficient. We
have substantially completed implementing an accounts receivable system, as well as an automated time and
attendance management system.

e Accounts Receivable System. As of February 28, 2003, we have substantially completed the
installation of the system and have converted 99% of the historical information. This system enables
us to streamline the billing process by automatically populating required data fields, removing many
manual steps required to properly submit bills and therefore improve the timing and collection of
accounts receivable. This system enables us to submit complete and accurate bills on a timely and
frequent basis thereby reducing days sales outstanding and improving cash flow.

o Time and Attendance Management System. As of February 28, 2003, we have approximately 70% of
our employees using the system. The challenge of monitoring the worked labor hours and cost of our
approximately 29,000 full-time and part-time employees as well as paid time off costs prompted us to
automate our time and attendance processes. This system enables us to staff our facilities more
efficiently and better manage these resources resulting in reduced overtime and the need for
temporary staffing.

Insurance

We maintain professional and general liability, auto, workers’ compensation and other business insurance
coverages. Our program for professional and general liability coverages provided for a $250,000 deductible per
occurrence and claims limits of $4.8 million per occurrence up to a $6.0 million annual aggregate limit in 2002.
Property insurance coverages include a $100,000 deductible per occurrence. Additionally, the program for auto
insurance provides for a deductible of $250,000 per occurrence and claim limits of $2.0 million per occurrence.
We are self-insured above these limits. Our workers’ compensation coverage provides for a $1.0 million
deductible per occurrence and claims up to statutory limits. All of our business insurance programs are due for
renewal July 1, 2003. We currently anticipate cost increases of approximately 15% in the policy period beginning
July 1, 2003 compared to 2002. We have implemented increased risk management initiatives and believe our
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insurance coverages and self-insurance reserves are adequate for our current operations. However, there can be no
assurance that any potential losses on asserted claims will not exceed such insurance coverages and self-insurance
reserves.

Employees

As of December 31, 2002, we employed approximately 29,000 employees. As of that date, we were
subject to collective bargaining agreements with approximately 1,200 of our employees. We have not experienced
any work stoppages and believe we have good relations with our employees.

Approximately 800 of our employees were represented by a pair of collective bargaining agreements that
expired in mid-2001. Since that time, we have attempted to negotiate a new agreement with the union, but
negotiations to this point have not been successful. We are aware of various instances where unions have
attempted to bring pressure upon a company during collective bargaining negotiations by engaging in negative
publicity campaigns concerning company operations unrelated to the collective bargaining negotiations. The
union representing these 800 workers is currently engaged in what we believe is such a campaign. Although we
do not intend to be influenced in our negotiations by these union activities, we cannot predict what effect, if any,
this publicity campaign will have on our operations.

Available Information

ResCare files annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form §-K,
and amendments to those reports with the Securities and Exchange Commission (SEC). These reports are
available at the SEC’s website at http://www.sec.gov. Our reports will not be available on our website at
http://www.rescare.com until construction of our Investor Relations page on the website is completed. You may also
obtain electronic or paper copies of our SEC reports free of charge by contacting our Communications
Department, 10140 Linn Station Road, Louisville, Kentucky 40223, (telephone) 502-394-2100 or
communications @rescare.com.

Item 2, Properties

As of December 31, 2002, we owned approximately 85 properties and operated facilities and programs at
approximately 1,600 leased properties. Other facilities and programs are operated under management contracts.

Item 3. Legal Proceedings

From time to time, we or a provider with whom we have a management agreement, become a party to
legal and/or administrative proceedings involving state program administrators and others that, in the event of
unfavorable outcomes, may adversely affect revenues and period to period comparisons.

In July 2000, American International Specialty Lines Insurance Company, or AISL, filed a Complaint for
Declaratory Judgment against us and certain of our subsidiaries in the U.S. District Court for the Southern District
of Texas, Houston Division. In the Complaint, AISL sought a declaration of what insurance coverage was
available to ResCare in Cause No. 299291-401; In re: Estate of Trenia Wright, Deceased, et al. v. Res-Care, Inc.,
et al., which was filed in Probate Court No. 1 of Harris County, Texas (the Lawsuit). After the filing, we entered
into an agreement with AISL whereby any settlement reached in the Lawsuit would not be dispositive of whether
the claims in the Lawsuit were covered under the insurance policies issued by AISL. AISL thereafter settled the
Lawsuit for $9 million. It is our position that: (i) the Lawsuit initiated coverage under policies of insurance in
more than one policy year, thus affording adequate coverage to settle the Lawsuit within coverage and policy
limits, (ii) AISL waived any applicable exclusions for punitive damages by its failure to send a timely reservation
of rights letter and (iii) the decision by the Texas Supreme Court in King v. Dallas Fire Insurance Company, 85
S.W.3d 185 (Tex. 2002) controls. Prior to the Texas Supreme Court’s decision in the King case, summary
judgment was granted in favor of AISL but the scope of the order was unclear. Based on the King decision, the
summary judgment has been set aside and there are currently motions for summary judgment pending by both

12




AISL and ResCare under consideration. If both motions are denied, it is likely the case would be sent for trial
within the next year. Any decision adverse to ResCare would be appealed to the United States Court of Appeals
for the Fifth Circuit. We have not made any provision in our consolidated financial statements for any potential
liability that may result from final adjudication of this matter as we do not believe it is probable that an
unfavorable cutcome will result from this matter. Based on the advice of counsel, we do not believe it is probable
that the ultimate resolution of this matter will result in a liability to us nor have a material adverse effect on our
consolidated financial condition, results of operations or liquidity.

On September 2, 2001, in a case styled Nellie Lake, Individually as an Heir-at-I.aw of Christina Zellner,
deceased; and as Personal Representative of the Estate of Christina Zellner v. Res-Care, Inc., et al., in the U.S.
District Court of the District of Kansas at Wichita, a jury awarded noneconomic damages to Ms. Lake in the
amount of $100,000, the statutory maximum, as well as $5,000 for economic loss. In addition, the jury awarded
the Estate of Christina Zellner $5,000 of noneconomic damages and issued an advisory opinion recommending an
award of $2.5 million in punitive damages. The judge, however, was not required to award the amount of punitive
damages reccmmended by the jury and on February 4, 2002, entered a punitive damage judgment in the amount
of $1 million. Based on the advice of counsel, we appealed the award of punitive damages, based on numerous
appealable errors at trial and have since settled the case, without any contribution from AISL, for approximately
$750,000. Prior to settlement, we filed a Declaratory Judgment action against AISL which is currently pending in
the United States District Court for the Western District of Kentucky, Louisville Division, alleging that the policy
should be interpreted under Kentucky law, thus affording us coverage. We have since sought leave of court to
amend our complaint for breach of contract, bad faith insurance practices, as well as unfair claims practices under
applicable Kentucky statutes. In addition, ResCare has filed a motion for judgment on the pleadings in regard to
its declaration of rights action. In the interim, AISL has filed a motion to transfer this action to the District of
Kansas. ResCare has vigorously resisted this motion and anticipates that it will be denied and the case will remain
in Kentucky. Based on the advice cof counsel, we believe any damages resulting from this matter are covered by
insurance and, accordingly, we have not made any provision in our consolidated financial statements for any
potential liability that may result from final adjudication of this matter. Further, we believe that recovery of the
settlement is probable and, therefore we do not believe that the ultimate resolution of this matter will have a
material adverse effect on our consolidated financial condition, results of operations or liquidity.

In September 1997, a lawsuit, styled Cause No. 98-00740, Nancy Chesser v. Normal Life of Texas, Inc.,
and Normal Life, Inc. District Court of Travis County, Texas was filed against a Texas facility operated by the
former owners of Normal Life, Inc. and Normal Life of North Texas, Inc., one of our subsidiaries, asserting
causes of action for negligence, intentional infliction of emotional distress and retaliation regarding the discharge
of residents of the facility. In May 2000, a judgment was entered in favor of the plaintiff awarding the plaintiff
damages, prejudgment interest and attorneys’ fees totaling $4.8 million. In October 2000, ResCare and AISL
entered into an agreement whereby any settlement reached in Chesser and a related lawsuit also filed in the
District Court of Travis County, Texas would not be dispositive of whether the claims in those suits were covered
under the policies issued by AISL. AISL thereafter settled the suits and filed a Complaint for Declaratory
Judgment against Normal Life of North Texas, Inc. and Normal Life, Inc. in the U.S. District Court for the
Northern District of Texas, Dallas Division. In the Complaint, AISL seeks a declaration of what insurance
coverage is available to ResCare in the lawsuits. It is our position that the lawsuits initiated coverage under the
primary policies of insurance, thus affording adequate coverage to settle the lawsuits within coverage and policy
limits. The trial of this declaratory judgment action previously scheduled in March 2002 and December 2002 has
been postponed. We have not made any provision in our consolidated financial statements for any potential
liability that may result from final adjudication of this matter. Based on the advice of counsel, we do not believe it
is probable that the uitimate resolution of this matter will result in a liability to us nor have a material adverse
effect on our consolidated financial condition, results of operations or liquidity.

In December 1999, a lawsuit styled James Michael Godfrey and Sherry Jo Lusk v. Res-Care, Inc., was
filed by the former owners of Access, Inc., one of our subsidiaries, claiming fraud and unfair and deceptive trade
practices. On July 29, 2002, a judgment was entered in favor of the plaintiff awarding the plaintiff damages of
$990,000 with interest on $330,000 from December 1, 1999. Based on the advice of counsel, we have appealed
the award of damages, based on numerous appealable errors at trial. In our opinion, after consulting with outside
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counsel, substantial grounds exist for a successful appeal. We have not made any provision in our consolidated
financial statements for any potential liability that may result from final adjudication of this matter. Based on the
advice of counsel, we do not believe it is probable that the ultimate resolution of this matter will result in a
liability to us nor have a material adverse effect on our consolidated financial condition, results of operations or
liquidity.

On June 21, 2002, we were notified that our mental health services subsidiary was the subject of an
investigation concerning allegations relating to services provided by the subsidiary under various programs
sponsored by Medicaid. The subsidiary under investigation is a non-core operation that provides skills training to
persons with severe mental illness in five Texas counties. The mental health operation is managed by its founders
under a management contract and represents less than 1% of the total revenues of the Disabilities Services
division. During the third quarter, we received a Civil Investigative Demand from the Texas Attorney General
(TAG) requesting the production of a variety of documents relating to the subsidiary. We are cooperating with the
TAG in providing the requested documents and have engaged special counsel to conduct an internal investigation
of the allegations. Based on the results of our investigation, we believe that the subsidiary has complied with the
applicable rules and regulations governing the provision of mental health services in the State of Texas. Although
we cannot predict the outcome of the investigation with certainty, and we have incurred and could continue to
incur significant legal expenses in connection with document production and our response to the investigation, we
do not believe the ultimate resolution of the investigation should have a material adverse effect on our
consolidated financial condition, results of operations or liquidity.

In July 2002, Lexington Insurance Company (Lexington) filed a Complaint for Declaratory Action
against one of our subsidiaries in the U.S. District Court for the Southern District of Texas, Houston Division. In
the Complaint, Lexington sought a declaration of what insurance coverage was available in Cause No. 14763-
BHO01; William Thurber and Kathy Thurber, et al v. Educare Community Living Corporation — Gulf Coast
(EduCare), which was filed in the 23" Judicial District Court of Brazoria County, Texas. After the filing, we
entered into an agreement with Lexington whereby any settlement reached in Thurber would not be dispositive of
whether the claims were covered by insurance. Lexington and Educare thereafter contributed $1.0 million and
$1.5 million, respectively, and settled the lawsuit. Currently, both EduCare and Lexington have motions for
summary judgment pending. We expect our contribution to the settlement to be reimbursed by Lexington under
the applicable policies. It is our position, after consulting with outside counsel, that the Thurber lawsuit is covered
by the primary and umbrella policies issued by Lexington. We have not made any provision in the consolidated
financial statements for any potential liability that may result from final adjudication of this matter. Further, we
believe that recovery of the settlement is probable and, therefore, we do not believe that the ultimate resolution of
this matter will have a material adverse effect on our consolidated financial condition, results of operations or
liquidity.

In August 1998, with the approval of the State of Indiana, we relocated approximately 100 individuals
from three of our larger facilities to community-based settings. In June 1999, in a lawsuit styled Omega
Healthcare Investors, Inc. v. Res-Care Health Services, Inc., the owner of these facilities filed suit against us in
U.S. District Court, Southern District of Indiana, alleging in connection therewith breach of contract, conversion
and fraudulent concealment. In January 2001 and July 2002, Omega filed amended complaints alleging wrongful
conduct in the appraisal process for the 1999 purchase of three other facilities located in Indiana, for conversion
of the Medicaid certifications of the 1998 Indiana facilities and a facility in Kentucky that downsized in 1999, and
for breach of contract in allowing the Kentucky facility to be closed. On the advice of counsel, we believe that the
amount of damages being sought by the plaintiffs is approximately $27 million, however, it appears the claims for
compensatory damages may be duplicative. Omega has filed two motions for partial summary judgment which
are pending before the Court and the case is currently set for trial in June 2003. We believe that this lawsuit is
without merit and will defend it vigorously. We do not believe it is probable that the ultimate resolution of this
matter will have a material adverse effect on our consolidated financial condition, results of operations or
liquidity.

In addition, we are a party to various other legal and/or administrative proceedings arising out of the
operation of our facilities and programs and arising in the ordinary course of business. We believe that, generally,
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these claims are without merit. Further, many of such claims may be covered by insurance. We do not believe the
results of these proceedings or claims, individually or in the aggregate, will have a material adverse effect on our
consolidated financial condition, results of operations or liquidity.

Defaults Upon Senior Securities

Not applicable.

Item 4. Submission of Matters to a Vote of Security Holders

None.
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PART II

Item 5. Market for Registrant's Common Equity and Related Stockholder Matters

Our common stock began trading on the NASDAQ National Market on December 15, 1992, under the
symbol “RSCR”. As of February 28, 2003, we had approximately 3,900 shareholders based on the number of

holders of record and an estimate of the number of individual participants represented by security position
listings.

The following table sets forth the reported high and low sale prices for our common stock as reported by
NASDAQ.

2002 2001
Quarter Ended High Low High Low
March 31 9.600 6.800 7.313 4.500
June 30 8.950 5.000 8.900 3.500
September 30 6.750 4.720 9.800 7.350
December 31 5.050 2.350 9.400 7.790

We currently do not pay dividends and do not anticipate doing so in the foreseeable future.
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Item 6. Selected Financial Data
The selected consolidated financial data below should be read in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and the Consolidated Financial
Statements and related notes.
Year Ended December 31
2002 2001 2000 1999 1998

(In thousands, except per share data)
Statement of Income ©;

ReVenUES @ .....orvovreeiensisneree et $919,724 $ 885,715 $ 858,073 $ 816,867 $ 697,420
Operating income @ ...........coccoovvmverirnn. s 28,480 12,773 47,382 38,639 52,310
Income (loss) from continuing Operations................. 2,676 4,372) 14,176 9,736 22,932
Net income (1088) @ oo ereen 2,676 (4,372) 14,176 6,338 22,932
Basic earnings (loss) per share:

From continuing operations ............ccoccoveveuirevene $ 0.11 $ (0.18) $ 058 $ 0.40 $ 0.96

Net Income (J0SS) ..oivveriiierieeerieieeiieeiserieeeniee e 0.11 (0.18) 0.58 0.26 0.96
Diluted earnings (loss) per share:

From continuing operations ...........c.ceoevvrereenenn. 0.11 (0.18) 0.58 0.39 0.90

Net income (10SS) ....cvevviviiireieieriecieerecreesseenneenns 0.11 (0.18) 0.58 0.25 0.90
Other Financial Data ©:
EBITDA @ i $ 40,342 $ 33,852 $ 69,690 $ 59,746 $ 70,871
EBITDA margin @ ........cooooovvoreeeeeeeeeeeeeeveeeeneeenn. 4.4% 3.8% 8.1% 73%  10.2%
EBITDAR P...vviirineinniecesess s ssessesnnes $ 72,554 $ 63,644 § 94,826 $ 85545 $ 92,655
EBITDAR margin @ ......ocooovoiiieeeeeeeeeeene 7.9% 7.2% 11.1% 105% 13.3%
Depreciation and amortization ...........cc..ceerveeveveenrnnee $ 11,862 $ 21,079 $§ 22308 $ 21,107 $ 18,561
Facility 1ent @ ....coooiieeeeeeeeee e 32,212 29,792 25,136 25,799 21,784
Maintenance capital expenditures ” .........ccccoooovnnee.. 8,563 5,497 9,322 12,166 10,734
Selected Historical Ratios: @ ®®
Ratio of EBITDAR to interest and facility rent.......... 1.2x 1.3x 2.0x 1.9x 2.5x
Ratio of EBITDA to interest eXpense.........ccocoeveveenenn. 1.5x 1.6x 3.0x 3.0x 4.6x
Ratio of total adjusted debt to EBITDAR .................. 6.1x 8.0x 5.0x 5.8x 4.7x
Ratio of total debt to EBITDA ......c..oovvvveevviiiniennee. 6.5x 8.0x 3.9x 4.9x 3.7x
Percentage of total debt to total capitalization............ 59.7% 60.8% 60.5% 64.1% 62.6%
Ratio of earnings to fixed charges........c..ccceevcreeinnn, 1.1x 0.8x 1.8x 1.7x 2.7x

Balance Sheet Data ‘V:

Working capital .........cccooevirrveneniniiiinnccee $ 144546 $ 142,877 $ 122,305 $ 102,141 $ 75,524
TOLAl ASSELS .oevvveeeiieiereectree ettt ettt e enes 546,612 534936 536,771 523,131 493,793
Long-term Oblgations .......ccvcceeverrvivreserserrnnnssieninenens 261,123 268,014 269,164 285,039 251,682
Total debt, including capital leases .........cccovveeeenncn, 262,424 269,711 272,277 291,713 258,762
Shareholders’ eqUity......coeovreeerieviecerircere e 177,179 174,129 178,123 163,384 154,587
Operating Data @;
Persons served:
Disabilities SErvices........ovvvremvivmerrivireeiirree e, 19.8 17.8 16.6 15.9 12.0
Youth SErviCes ...oovecivrieiiiiiieeiririee e 1.7 2.1 2.4 2.2 2.0
Training SEIVICES ...covvviirivierieirireieciirerreenreneas 7.4 7.5 7.1 6.1 6.4
Total 28.9 27.4 26.1 24.2 20.4

O]

In June 1999, we completed a merger with PeopleServe, Inc. The transaction was accounted for as a pooling-of-interests.
Accordingly, our financial statements have been restated for all periods presented to include the financial condition and results of
operations of PeopleServe. Operating data for years prior to merger has not been restated to reflect the operations of PeopleServe.
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Effective January 1, 2002, revenues are reported net of provider and gross receipts taxes. The following amounts have been
reclass%ﬁed from facility and program expenses 2002: $14.3 million; 2001: $9.5 million; 2000: $7.7 million; 1999: $7.6 million;
1998: $5.5 million.

Operating income for the year ended December 31, 2002 includes a charge of $14.8 million ($9.5 million net of tax, or $0.39 per
share) related to a write off of accounts receivable in the fourth quarter. In addition, we recorded charges of $1.5 million ($1.0
million net of tax, or $0.04 per share) for costs associated with an investigation and closure of a portion of a non-core operation.
Further, operating income for 2002 includes gains on the extinguishment of debt of $1.3 million ($0.8 million net of tax, or $0.03
per share). Operating income for the year ended December 31, 2001 includes a restructuring charge of approximately $1.6
million ($0.9 million net of tax, or $0.04 per share) for costs associated with the exit from Tennessee. In addition, we recorded a
charge of $22.0 million ($13.2 million net of tax, or $0.54 per share) related to additional reserves for accounts receivable and
insurance claims. Operating income for the year ended December 31, 2000 includes the following: (1) a charge of $1.8 million
($1.1 million net of tax, or $0.04 per share) related to the write-off of costs associated with the terminated management-led
buyout, (2) a charge of $1.7 million ($1.0 million net of tax, or $0.04 per share) related to our 2000 restructuring plan and (3) a
charge of $0.6 million for the settlement of a lawsuit. Operating income for 1999 includes the following: (1) an additional
allowance for doubtful accounts of $8.0 million, (2) a charge of %2.5 million related to higher medical claims costs and (3) a
charge of $20.5 million ($13.7 million net of tax, or $0.55 per share) recorded in connection with the PeopleServe merger.

Net income for 1999 includes a charge of $3.9 million ($0.16 per share) for the cumulative effect of the adoption of Statement of
Position 98-5, Reporting on the Costs of Start-up Activities, effective January 1, 1999. Net income also includes a gain
recognized on the sale of a discontinued operation of $0.5 million in 1999 ($0.02 per share).

EBITDA is defined as earnings from continuing operations before depreciation and amortization, net interest expense and income
taxes. EBITDAR is defined as EBITDA before facility rent. EBITDA margin and EBITDAR margin are defined as EBITDA and
EBITDAR, respectively, divided by total revenues. EBITDA and EBITDAR are commonly used as measures of leverage
capacity and debt service ability. EBITDA and EBITDAR should not be considered as measures of financial performance under
accounting principles generally accepted in the United States, and the items excluded from EBITDA and EBITDAR are
significant components in understanding and assessing financial performance. EBITDA and EBITDAR should not be considered
in isolation or as alternatives to net income, cash flows generated by operating, investing or financing activities or other financial
statement data presented in the consolidated financial statements as indicators of financial performance or liquidity. Because
EBITDA and EBITDAR are not measurements determined in accordance with accounting principles generally accepted in the
United States and are thus susceptible to varying calculations, EBITDA and EBITDAR as presented may not be comparable to
other similarly titled measures of other companies.

A reconciliation of EBITDA to net income (loss) for each year follows:

2002 2001 2000 1999 1998
(Dollars in thousands)
EBITDA ..ot srrrenstee e ere e restesvnete s ees $ 40342 $ 33852 $§ 69690 $ 59746 $ 70,871
Less:  INCOME tAXES c.covvvveivrimieenieierrireeresieceesresssnnens (1,506) 1,916 (10,647) (10,153) (15,484)
Depreciation and amortization.............ce.cc... (11,862) (21,079) (22,308) (21,107) (18,561)
Interest, net (24.298) (19.061) (22,559) (18.,750) (13.894)
Net income (10ss) 48 reported .......ocveveecereenrarerereariens h 2676 % 4372y § 14176 § 9736 $ 22,932

Facility rent is defined as land and building lease expense less amortization of any deferred gain on applicable lease transactions.

Maintenance capital expenditures represent purchases of fixed assets excluding land, buildings, acquisitions of businesses and
strategic project costs.

Total adjusted debt is defined as total debt plus annual facility rent times a multiple of eight.
For the purpose of determining the ratio of earnings to fixed charges, earnings are defined as income before income taxes, plus

fixed charges. Fixed charges consist of interest expense on all indebtedness and amortization of capitalized debt issuance costs
and an estimate of interest within rental expense.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview

We receive revenues primarily from the delivery of residential, training, educational and support services
to populations with special needs. We have three reportable operating segments: (i) disabilities services; (ii) youth
services and (iil) training services. Management’s discussion and analysis of each segment follows. Further
information regarding each of these segments, including the disclosure of required segment financial information,
is included in Note 9 of the Notes to Consolidated Financial Statements.

Revenues for our Disabilities Services operations are derived primarily from state Medicaid programs and
from management contracts with private operators, generally not-for-profit providers, who contract with state
government agencies and are also reimbursed under the Medicaid program. We also provide respite, therapeutic
and other services on an as-needed basis or hourly basis through our periodic in-home services programs that are
reimbursed on a unit-of-service basis. Reimbursement methods vary by state, and service type, and have
historically been based on a flat-rate system, cost-based reimbursement system, on a per person per diem, or on a
unit-of-service basis. Generally, rates are adjusted annually based upon historical costs experienced by us and by
other service providers, or economic conditions and their impact on state budgets. At facilities and programs
where we are the provider of record, we are directly reimbursed under state Medicaid programs for services we
provide and such revenues are affected by occupancy levels. At most facilities and programs that we operate
pursuant to management contracts, the management fee is negotiated See Note 1 of Notes to Consolidated
Financial Statements for a further discussion of our revenue recognition policies with respect to Medicaid
contracts.

In 1996, we began operating programs for at-risk and troubled youths through our Alternative Youth
Services (AYS) and Youthtrack (Youthtrack) subsidiaries. Most of the youth services programs are funded
directly by federal, state and local government agencies including school systems. Under these contracts, we are
typically reimbursed based on fixed contract amounts, flat-rates or cost-based rates.

We operate 15 vocational training centers under the federal Job Corps program administered by the
United States Department of Labor (DOL). Under Job Corps contracts, we are reimbursed for direct facility and
program costs related to Job Corps center operations, allowable indirect costs for general and administrative costs,
plus a predetermined management fee, normally a fixed percentage of facility and program costs. All of such
amounts are reflected as revenue, and all such direct costs are reflected as facility and program costs. Final
determination of amounts due under Job Corps contracts is subject to audit and review by the DOL, and renewals
and extension of Job Corps contracts are based in part on performance reviews.

QOur contract at the Earle C. Clements Job Corps Center in Morganfield, Kentucky expires on April 30,
2003 and was opened to bid in accordance with Job Corps rules. It is expected that the operation will be awarded
to another contractor. Annual revenues from the Clements Center are approximately $28 million. Because of the
potential for loss of the contract, we did not include the Clements Center operations after April 30, 2003 in
preparing our 2003 operating plan and guidance. We do not believe the impact of the anticipated loss of the
contract will have a material impact on the results of operations, financial condition or capital requirements for
2003.

On March 24, 2003, we were awarded a new contract to operate the Tulsa Job Corps Center in Tulsa,
Oklahoma effective June 1, 2003. Revenue is expected to be $7 million annually.

In January 2003, we purchased the assets of the Education and Training division of Arbor, Inc. (Arbor E&T).
Arbor E&T operates job training and placement programs that assist disadvantaged job seekers in finding
employment and improving their career prospects. Funded through more than 70 performance-based or fixed-fee
contracts from local and state governments, Arbor E&T employs more than 375 staff, including counselors,
trainers, career advisors, and job developers. Based in Media, Pennsylvania, Arbor operates 40 career centers in
California, Georgia, New Jersey, New York, and Pennsylvania.
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Expenses incurred under federal, state and local government agency contracts for disabilities services, Job
Corps and other youth services, as well as management contracts with providers of record for such agencies, are
subject to examination by agencies administering the contracts and services.

Our revenues and net income may fluctuate from quarter to quarter, in part because annual Medicaid rate
adjustments may be announced by the various states inconsistently and are usually retroactive to the beginning of
the particular state's fiscal reporting period. We expect that future adjustments in reimbursement rates in most
states will consist primarily of cost-of-living adjustments, adjustments based upon reported historical costs of
operations, or other negotiated changes in rates. However, in some cases states have revised their rate-setting
methodologies, which has resulted in rate decreases as well as rate increases. Additionally, many states in which
we operate are experiencing budgetary pressures and certain of these states have initiated service reductions or
rate freezes and/or rate reductions. Current initiatives at the federal or state level may materially change the
Medicaid program as it now exists. Future revenues may be affected by changes in rate-setting structures,
methodologies or interpretations that may be proposed or are under consideration in states where we operate.
Also, some states have considered initiating managed care plans for persons currently in Medicaid programs. At
this time, we cannot determine the impact of such changes, or the effect of various federal initiatives that have
been proposed.

Our facility and program expenses may also fluctuate from period to period, due in large part to changes
in labor costs and insurance costs. Labor costs are affected by a number of factors, including the availability of
qualified personnel, effective management of our programs, changes in service models and state budgetary
pressures. Our insurance costs and self-insured retention limits have risen in recent years, due in large part to the
insurance market. We expect our insurance costs to rise approximately 15% in 2003.

Critical Accounting Policies

Our discussion and analysis of the financial condition and results of operations are based upon our
consolidated financial statements, which have been prepared in accordance with accounting principals generally
accepted in the United States (GAAP). The preparation of these financial statements requires the use of estimates
and judgments that affect the reported amounts and related disclosures of commitments and contingencies. We
rely on historical experience and on various other assumptions that we believe to be reasonable under the
circumstances to make judgments about the carrying values of assets and liabilities that are not readily apparent
from other sources. Actual results may differ materially from these estimates.

We believe the following critical accounting policies, among others, affect the more significant judgments
and estimates used in the preparation of our consolidated financial statements. Management has discussed the
development and selection of our critical accounting policies with our Audit Committee.

Valuation of Accounts Receivable

Accounts receivable consist primarily of amounts due from Medicaid programs, other government
agencies and commercial insurance companies. An estimated allowance for doubtful accounts receivable is
recorded to the extent it is probable that a portion or all of a particular account will not be collected. In evaluating
the collectibility of accounts receivable, we consider a number of factors, including historical loss rates, age of the
accounts, changes in collection patterns, the status of ongoing disputes with third-party payors, general economic
conditions and the status of state budgets. Complex rules and regulations regarding billing and timely filing
requirements in various states are also a factor in our assessment of the collectibility of accounts receivable.
Actual collections of accounts receivable in subsequent periods may require changes in the estimated allowance
for doubtful accounts. Changes in these estimates are charged or credited to the results of operations in the period
of the change of estimate.
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Reserves for Insurance Risks

We self-insure a substantial portion of our professional and general liability, workers’ compensation and
health benefit risks. Provisions for losses for these risks are based upon actuarially determined estimates. The
allowances for these risks include an amount determined from reported claims and an amount based on past
experiences for losses incurred but not reported. Estimates of workers’ compensation claims reserves are
discounted using an appropriate discount rate (6% at December 31, 2002). These liabilities are necessarily based
on estimates and, while we believe that the provision for loss is adequate, the ultimate liability may be more or
less than the amounts recorded. The liabilities are reviewed quarterly and any adjustments are reflected in
earnings in the period known.

Legal Contingencies

We are a party to numerous claims and lawsuits with respect to various matters. We provide for costs
related to contingencies when a loss is probable and the amount is reasonably determinable. We confer with
outside counsel in estimating our potential liability for certain legal contingencies. While we believe our provision
for legal contingencies is adequate, the outcome of legal proceedings is difficult to predict and we may settle legal
claims or be subject to judgments for amounts that exceed our estimates.

Valuation of Long-lived Assets

We regularly review the carrying value of certain long-lived assets with respect to any events or
circamstances that indicate a possible inability to recover their carrying amount. Indicators of impairment include,
but are not limited to, loss of contracts, significant census declines, reductions in reimbursement levels and
significant litigation. Our evaluation is based on cash flow, profitability and projections that incorporate current or
projected operating results, as well as significant events or changes in the environment. If circumstances suggest
the recorded amounts cannot be recovered, the carrying values of such assets are reduced to fair value based upon
various techniques to estimate fair value. We recorded no significant asset valuation losses during 2002, 2001 or
2000.

Goodwill and Intangible Assets

We review costs of purchased businesses in excess of net assets acquired (goodwill), and intangible assets
for impairment at least annually, unless changes in circumstances indicate an impairment may have occurred
sooner. We are required to test goodwill on a reporting unit basis. A reporting unit is the operating segment
unless, for businesses within that operating segment, discrete financial information is prepared and regularly
reviewed by management, in which case such a component business is the reporting unit. We use a fair value
approach to test goodwill for impairment and recognize an impairment charge for the amount, if any, by which
the carrying amount of goodwill exceeds its fair value. Fair values are established using comparative market
multiples. As appropriate, discounted cash flows are used to corroborate comparative market multiple results.

Revenue Recognition

Disabilities Services: Revenues are derived primarily from state Medicaid programs and from
management contracts with private operators, generally not-for-profit providers, who contract with state
government agencies and are also reimbursed under the Medicaid programs. Revenues are recorded at rates
established at or prior to the time services are rendered.

Training Services: Revenues include amounts reimbursable under cost reimbursement contracts with the
DOL for operating Job Corps centers. The contracts provide reimbursement for all facility and program costs
related to Job Corps center operations, allowable indirect costs for general and administrative costs, plus a
predetermined management fee, normally a fixed percentage of facility and program costs. For certain of our
current contracts and any contract renewals, the management fee is a combination of fixed and performance-
based. Final determination of amounts due under the contracts is subject to audit and review by the DOL.
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Youth Services: Juvenile treatment revenues are derived primarily from state-awarded contracts from state
agencies under various reimbursement systems. Reimbursement from state or locally awarded contracts varies per
facility or program, and is typically paid under fixed contract amounts, flat rates, or cost-based rates.

Laws and regulations governing the government programs and contracts are complex and subject to
interpretation. As a result, there is at least a reasonable possibility that recorded estimates will change by a
material amount in the near term. For each operating segment, expenses are subject to examination by agencies
administering the contracts and services. We believe that adequate provisions have been made for potential
adjustments arising from such examinations.

Results of Operations

Year Ended December 31
2002 2001 2000
Revenues: (Dollars in thousands)
DSAIITIES SEIVICES .oitiiiiiiiiriceteiecrie ettt et s e sre s eteessaneeseeessaneesans $ 717,335 $ 690,187 §$ 672,906
Y OULH SEIVICES ..cvveeiiiiieiiiiiiiereerteeeeecrr et eeecerttreeserrreesssaretssssarresesbberes irbvaesen 55,975 58,874 61,295
TTAINING SEIVICES «..eioviiiieriiteete et eres et e eetr e et ese e ese et aeeesetenbeesessee s 146,414 _ 136,654 _ 123,872
CONSOIAALEA ......eeeieeee ettt et e et sr e s e e e sneeeaaeens $919.724 $ 885,715 $ 858.073
Labor Cost as % of Revenue:
DiSabILItIES SEIVICES . .uvviiviiiiiiiiiitiiieeereereeeisiretreeesssererisrresreeessrsesbbesesssesonare 63.6% 63.1% 62.4%
Y OULH SEIVICES ..covvivieirreeeiiiireieestiieeeeessiteesseiseeesesttreeesrereeessseseseessresaeenses 59.7% 58.6% 57.4%
TLAINING SEIVICES 1uvvuvvvivevereteeeeereseeeieeee et ese et ees s sassssssbenes s s senaes 51.9% 499%  48.0%
ConSOLIAALEd ....oocoiccieiiicciviee et e e e s eerae s e et b e e et rr e s s stsaresns 63.5% 62.2%  62.0%
Segment Profit:
DiSADIEIES SEIVICES ..erueiiieiiiieeee ettt st eee et e eesesaeeseneente s s $ 47,983 $ 35470 $ 63,939
Y OULN SEIVICES ...viivviiiirreiiiieeett ettt et e e s eee s ssaee s es e b eesstssosnaeserreeens 1,996 691 4,809
TraINING SEIVICES .eeeveirieriierierrersieeeeesireesteesaesstesisearaesrsesraeseesinssasessnsasns 15,367 14,192 13,544
Corporate and Other.........cocciiieiiiieiie ettt et (36.866) __ (37.580) _ (34.910)
CONSOLAAEA .....vviveeeiicre ettt ettt et est e b e oo st s st see s s estoeas $ 28480 $ 12773 $ 47,382
Segment Profit Margin:
DISADIHEIES SEIVICES c.eviiiieiieeieieeee ittt eeeb et e e tt e e ssre s eeae e e eereesnes 6.7% 5.1% 9.5%
Y OULH SEIVICES .. iiciiiiiieiiie e et e e s eeiete e e tsti e e s eerttreesetbraesssraseseasseneeones 3.6% 1.2% 7.8%
Training SEIVICES ...coviiiiiiieie ettt ettt e st 10.5% 104%  10.9%
Consolidated

Consolidated revenues for 2002 increased 4% over 2001, attributable primarily to growth in our periodic
in-home services and opening 164 new homes. Revenues grew 3% in 2001 over 2000 resulting primarily from the
expansion of existing programs. We expect to add a similar number of new homes in 2003 which should result in
revenue growth for the year, despite the absence of Medicaid rate increases due to state budgetary constraints. See
“Certain Risk Factors,” below.

Operating income increased to $28.5 million in 2002 from $12.8 million in 2001 due primarily to charges
that were present in 2001 but not in 2002. Operating income for 2002 was positively impacted by a pretax gains
of approximately $1.3 million realized on the extinguishment of debt, an arbitration award of approximately
$285,000 and a favorable adjustment of $311,000 resulting from changing our estimated useful lives of our
accounts receivable and time and attendance systems. Operating income for 2001 included goodwill amortization
of $8.0 million, a charge of $6.5 million for workers’ compensation losses and special charges of $1.7 million,
primarily related to the closure of certain operations, none of which were recorded in 2002, As a result of these
charges, as well as a 2001 charge of $15.5 million for doubtful accounts receivable, 2001 operating income
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decreased $34.6 million from 2000. General and administrative expenses also increased significantly in 2001 over
2000 with the implementation of systems and management infrastructure.

Our operating results for 2002 as compared to 2001 reflect continued cost pressures from a competitive
labor market in certain regions. We continued several initiatives to manage these labor cost pressures, including
enhanced recruitment and retention programs in order to reduce the need for overtime and temporary staffing,
evaluating and monitoring staff patterns and negotiating improved reimbursement rates from certain states.
Additionally, we have substantially completed deployment of an automated time and attendance management
system which will enable us to more efficiently staff our facilities and monitor staffing, resulting in reduced
overtime and temporary staffing. Labor costs as a percentage of revenue increased in 2002 compared to 2001 as
the effect of wage pass-throughs and growth in periodic in-home services increased that percentage.

As a percentage of total revenues, corporate general and administrative expenses were 3.9% in 2002,
3.8% in 2001 and 3.3% in 2000. The increase in 2002 over 2001 and 2000 was due primarily to expanding the
management infrastructure during 2001, and increased professional services costs and legal expenses.

Depreciation and amortization decreased significantly in 2002 as compared to 2001 and 2000 as we no
longer amortize goodwill. Goodwill amortization was $8.0 million and $8.1 million in 2001 and 2000,
respectively.

Interest expense increased $5.3 million in 2002 compared to 2001 and decreased $2.6 million in 2001
compared to 2000. The increase in 2002 compared to 2001 is due principally to a full year of interest on the senior
notes issued in November 2001. The decrease in 2001 resulted primarily from lower levels of indebtedness under
the previous credit facility during the year and lower interest rates, offset to some extent by indebtedness under
the senior notes.

Our effective income tax rates were 36.0%, 30.5% and 42.9% in 2002, 2001 and 2000, respectively. The
effective tax rate in 2002 approximated the statutory rate considering the impact of state taxes and the benefit of
jobs credits. The lower rate in 2001 is attributable to a reported loss combined with a fixed level of nondeductible
goodwill amortization. Reduced earnings combined with a fixed level of nondeductible goodwill amortization
negatively impacted the rate for 2000, offset to an extent by increased jobs tax credits.

In our discussion below of each of the operating segments, we make reference to segment profit before
specified items. We use segment profit before specified items as a key performance measure of our results of
operations for purposes of evaluating performance internally. This is not a measure defined in GAAP and should
not be considered in isolation or as a substitute for measures of performance in accordance with GAAP. A
reconciliation of segment profit before specified items to segment profit determined in accordance with GAAP, as

well as a summary of the specified items follows the discussion of results of operations .

Disabilities Services

Disabilities Services revenues increased by 4% in 2002 over 2001 compared to a 3% increase in 2001
over 2000. Revenues increased in 2002 from the addition of 164 new homes and growth in our periodic in-home
services. Revenues increased in 2001 over 2000 due primarily to rate adjustments and the expansion of existing
programs, offset by the loss of revenues from the cessation of certain operations in Tennessee in early 2001.
Segment profit margin for this division increased from 5.1% in 2001 to 6.7% in 2002, due primarily to the effect
of the workers’ compensation charge allocated to this division in 2001, offset by income of $0.8 million related to
a bequest from an estate. This charge was also primarily attributable to the decline in segment profit margin for
the division from 2000 to 2001. Before these specified items, segment profit margin was 8.9% in 2002, 9.2% in
2001 and 10.5% in 2000. The declines were principally due to higher insurance costs in 2002. In 2001, the decline
was due also to higher labor costs, offset by improved margins on periodic in-home services.
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Youth Services

Youth Services revenues decreased by 5% in 2002 over 2001 and 4% in 2001 over 2000, resulting
primarily from reduced census at certain Youthtrack operations. Segment profit margin for this division increased
from 1.2% in 2001 to 3.6% in 2002, due in part to the workers’ compensation charge allocated to this division in
2001, as well as the closure of under-performing programs during 2002. The workers’ compensation charge was
also partially responsible for the decline in segment profit margin for the division from 2000 to 2001. Before these
specified items, segment profit margin was 4.6% in 2002, 4.0% in 2001 and 7.3% in 2000. Segment profit margin
before specified items declined significantly in 2001 from 2000 due to census issues throughout the division and
labor cost pressures. Improved management and the closure of under-performing programs during 2002 resulted
in increased margins before specified items in 2002 compared to 2001. During 2002, we experienced a decline in
the number of persons served in our youth programs of approximately 400 youths. This was a result of the closure
of certain underperforming programs and reduced placements from certain of the states in which we operate. We
believe the reductions reflect the funding priorities of these states in response to budgetary pressures.

Training Services
Training Services revenues increased 7% in 2002 over 2001 and 10% in 2001 over 2000. Segment profit

margin for this division remained stable at 10.5% in 2002 compared to 10.4% in 2001. Before the specified items
discussed above, segment profit margin was 10.5% in 2002, 10.7% in 2001 and 11.0% in 2000.

(1) Management uses segment profit before the specified items noted in the table below, among other standards, to measure operating
performance. We have added this information because we believe it assists in understanding our results of operations on a comparative
basis. This supplements, and is not intended to represent a measure of performance in accordance with disclosures required by GAAP.
A reconciliation of segment profit before the specified items to segment profit as reported under GAAP follows. See the discussion
below for an explanation of the items included in this table.

Year Ended December 31
2002 2001 2000
(Dollars in thousands)

Segment profit, before specified items:

DiSADIIIES SEIVICES ....cervrveeirrrieerireerictrteree et estteb st sa e e bans $ 63643 3 63,312 § 70,977
Youth Services ........oovievvnieiinnciicie s 2,572 2,379 5,495
Training SEIVICES ...cccovviiviomrc i 15,367 14,608 13,564
Corporate and Other.... ...t e st (38,139) (35.904) _(30,568)
CONSOIAALEA .v.v.voveceireerecri ettt eressre s eact b st e e s s s esbbe s benasanans $_ 43443 3 44395 $§ 59468
Segment Profit, @S FEPOTTEd ..o e.veurrececrerciiierieesieeeerrce s sreset et rsesn et ree bbb eeree e seenas $ 28480 $§ 12773 § 47382
Specified items:
Provision for doubtful accounts receivable. . ....ooiiiiciieiiiie e e e 14,764 15,500 —
NORN-COTE OPEIALION COSES ...vovinivvreiiieriiiee s 1,476 — —
Gains on debt extinguishment.........ccceevvrecrnincnncnnnnennn. 1,277 — —
Workers’ compensation charge - 6,500 —
Closure charge for TENNESSEE ......c.cvemmerrirniirimiiecsreseee s — 1,595 —
Costs for terminated management led buyout — — 1,757
Restructuring costs — — 1,673
Settlement Of TAWSHIL. .....overeirceiri et r et et — — 600
Amortization of GOOAWIL......cccviiiiiiici — 8,027 8,056
Segment profit, before Specified HEMS .....ccovervverencerenie e sessincea s $ 43443 $§ 44395 §___59.468
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During the periods presented, we recorded the following items. These specified items are broken out in
the table below to more clearly provide a basis for comparison between periods.

Diluted

Pre-tax Net Earnings

Statement of Income Income Income per Share
Line Item Impacted Impact Impact Impact

(In thousands, except per share data)

Year Ended December 31, 2002:

Write-off of doubtful Facility and program $ (14,764) $ 9,522) $ (0.39)
~ accounts receivable expenses

Costs associated with Facility and program (1,476) (952) (0.04)
' non-core operation expenses

Gains on debt extinguishment @ Other income 1.277 823 0.04

$ _(14963) % (9651 § (0.39)

Year Ended December 31, 2001:

Allowance for doubtful Facility and program $ (15,500) $ 9,319) $ (0.38)
accounts receivable @ expenses
Accrual for workers’ Facility and program (6,500) (3,908) (0.16)
compensation © expenses
Amortization of goodwill ©© Depreciation and (8,027) (6,262) (0.26)
amortization
Closure charge Special charges (1.595) (901) (0.04)

§ (31.622)y$ (20390) $ (0.84)

Year Ended December 31, 2000:

Costs associated with Special charges $ 1,757 $ (1,028) $ (0.04)

terminated buyou

t ®)

Restructuring costs @ Special charges (1,673) (979) (0.04)

Settlement of lawsuit % Special charges (600) (409) (0.02)

Amortization of goodwill ©© Depreciation and (8,056) (6.294) (0.26)
amortization

$ (12086 %  (8.710) § (0.36)

03]

@

()]

)

)

(6)

G)]

The $14.8 million accounts receivable write-off in the fourth quarter eliminates substantially all trade receivables with dates
of service 2000 and prior. We wrote-off the amounts after consideration of the deterioration in various states’ budgets and
the resulting impact on opportunities for collection.

The non-core operation charge relates to costs associated with an investigation and closure of certain units of a non-core
operation which provides skills training to persons with severe mental illness in five Texas counties. The mental health
operation is managed by its founders under a'management contract and represents less than 1% of the total revenues of the
Disabilities Services division. The charge includes amounts necessary to close the operations in two of the five counties and
for legal fees incurred to respond to the inquiries discussed in the Legal Proceedings section.

During 2002, we completed transactions to redeem $6.0 million of the 6% convertible notes resulting in gains on
extinguishment of debt of approximately $1.3 million,

In the fourth quarter of 2001, we recorded an additional provision for losses on accounts receivable of $15.5 million as a
result of information obtained during the implementation of the new accounts receivable information system.

In the fourth quarter of 2001, we recorded an additional provision for insurance claims for workers’ compensation of $6.5
million based on studies of its experience. '

Effective January 1, 2002, we adopted SFAS 142 and are no longer amortizing goodwill.

In the first quarter of 2001, we recorded a charge of $1.6 million related to the write-off of assets and costs associated with
the cessation of certain operations in Tennessee.

25




® . During 2000, we recorded a charge of $1.8 million related to the write-off of costs associated with the terminated
management-led buyout.

® . During 2000, we recorded a charge of $1.7 million related to our 2000 restructuring plan implemented in the third quarter of
2000.

49 During 2000, we recorded a charge of $0.6 million related to the settlement of a lawsuit.

Financial Condition

Total assets increased 2% in 2002 as compared to 2001, with variances occurring in several accounts.
Improved collections of accounts receivable contributed to increased cash. The write-off of accounts receivable
resulted in a decrease in the net accounts receivable balances and an increase in refundable income taxes due to
the tax benefit of these write-offs. Goodwiil increased from the prior years as a result of acquisitions and other
assets decreased due to a combination of cash collections and certain write-offs.

Long-term debt decreased as a result of the redemption of a portion of the convertible subordinated notes.
Liquidity and Capital Resources

During the year ended December 31, 2002, cash provided by operating activities was $36.0 million
compared to $11.9 million for 2001 and $39.3 million for 2000. The increase in 2002 from 2001 was due
primarily to higher profitability in 2002, a greater increase in accrued expenses than 2001, and less taxes paid in
2002 than 2001. Additionally, accounts receivable before the non-cash charge decreased year over year due to
improved cash collections contributing to an increase in operating cash flow. The decrease in cash flow from
operations in 2001 from 2000 was due primarily to a growth in accounts receivable due to revenue growth.

Days revenue in net accounts receivable were 48 days at December 31, 2002, compared to 53 days at
December 31, 2001 and 59 days at December 31, 2000. Net accounts receivable at December 31, 2002 decreased
to $124.6 million, compared to $132.2 million at December 31, 2001 and $142.8 million at December 31, 2000.
The improvement in 2002 over 2001 reflects the fourth quarter write-off of $14.8 million recorded in 2002 and
improved collections. The decrease in these amounts in 2001 over 2000 was primarily related to the additional
reserve recorded in 2001. Of the total net accounts receivable balance at December 31, 2002, approximately 3% is
greater than 360 days.

During the years ended December 31, 2002, cash used in investing activities was $16.1 million primarily
for purchases of property and equipment, while in 2001 and 2000, cash provided by investing activities was $16.9
million and $6.7 million, respectively. Cash provided by investing activities in 2001 resulted primarily from the
sale and leaseback of certain of our owned properties with cash proceeds of $26.3 million. Proceeds from these
activities were being used primarily to pay down amounts owed under our previous credit facility.

Financing activities for 2002 resulted in the use of cash amounting to $6.8 million, primarily related to the
redemption of debt during the year. Financing activities used cash of $3.3 million in 2001 reflecting pay downs of
the credit facility from the sale-leaseback proceeds and used cash of $19.7 million in 2000 to fund working capital
needs.

Our capital requirements relate primarily to the working capital needed for general corporate purposes
and our plans to expand through the development of new facilities and programs. We have historically satisfied
our working capital requirements, capital expenditures and scheduled debt payments from our operating cash flow
and utilization of our credit facility. Cash requirements for the acquisition of new business operations have
generally been funded through a combination of these sources, as well as the issuance of long-term obligations
and common stock.

On November 15, 2002, we completed an amendment to our $80 million credit facility with National City
Bank (NCB facility). The amendment revises the calculation of certain financial covenants. As of December 31,
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2002, we had no borrowings under our $80 million credit facility with National City Bank (NCB facility) and
outstanding letters-of-credit of approximately $39.7 million. As of December 31, 2002, in addition to cash and
cash equivalents of $72.1 million, we had approximately $39.0 million available under the NCB facility. The
NCB facility expires in September 2004. The facility also contains various financial covenants relating to
indebtedness, capital expenditures, acquisitions and dividends and requires us to maintain specified ratios with
respect to fixed charge coverage, leverage, cash flow from operations and net worth. Additionally, the agreement
places limits on the allowable amount of judgments or orders for the payment of money by a court of law. We are
in compliance with our debt covenants as of December 31, 2002. Our ability to achieve the thresholds provided
for in the financial covenants largely depends upon the maintenance of continued profitability and/or reductions
of amounts borrowed under the facility, and continued cash collections. '

We believe sources of funds described above, in addition to cash generated from operations and amounts
remaining available under our credit facility, will be sufficient to meet our working capital, planned capital
expenditure and scheduled debt repayment requirements for the next twelve months. Our 6% convertible notes are
due in December 2004. We are currently evaluating various sources of funds and strategies to repay these notes.

Contractual Obligations and Commitments

Information concerning our contractual obligations and commercial commitments follows (in thousands):

Payments Due by Period
Contractual Obligations Twelve Months Ending December 31,

Total 2003 2004 2005 2006 Thereafter
Long-Term Debt $ 258,707 | $ 329 | $92,605| 8% 15628 $ 31| $ 150,114
Capital Lease Obligations 3,717 972 568 267 290 1,620
Operating Leases 148,450 26,310 21,125 17,656 13,679 69,680
Total Contractual Cash $ 410874 | $ 27.611 | $ 114298 | $ 33,551 | § 14,000 | $ 221414
Obligations

Total Amount of Commitments Expiring per Period
Other Commercial Commitments Amounts Twelve Months Ending December 31,

Committed 2003 2004 2005 2006 Thereafter

Standby Letters of Credit $ 39,654 | $ 39,654 — — — —
Certain Risk Factors

We derive virtually all of our revenues from federal, state and local government agencies, including state
Medicaid programs. Qur revenues therefore are determined by the size of the governmental appropriations for the
services we provide. Budgetary pressures, as well as economic, industry, political and other factors, could
influence governments not to increase and possibly to decrease appropriations for these services, which could
reduce our margins materially. Future federal or state initiatives could institute managed care programs for
persons we serve or otherwise make material changes to the Medicaid program as it now exists. Federal, state and
local government agencies generally condition their contracts with us upon a sufficient budgetary appropriation. If
a government agency does not receive an appropriation sufficient to cover their contractual obligations with us,
they may terminate a contract or defer or reduce our reimbursement. The loss of, or reduction of, reimbursement
under our contracts could have a material adverse effect on our operations. This is mitigated by the fact that we
operate in 32 states. For 2003, we anticipate an aggregate rate decrease of 0.5% for our Disabilities Services
division.

Our historical growth in revenues has been directly related to increases in the number of individuals
served in each of our operating segments. This growth has depended largely upon development-driven activities,
including the acquisitions of other businesses or facilities, the acquisition of management contract rights to
operate facilities, the award of contracts to open new facilities or start new operations or to assume management
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of facilities previously operated by governmental agencies or other organizations, and the extension or renewal of
contracts previously awarded to us. Our future revenues will depend primarily upon our ability to maintain,
expand and renew existing service contracts and existing leases, and to a lesser extent upon our ability to obtain
additional contracts to provide services to the special needs populations we serve, whether through awards in
response to requests for proposals for new programs, in connection with facilities being privatized by
governmental agencies, or by selected acquisitions. Our Job Corps contracts are re-bid, regardless of operating
performance, every five years. We may not be successful in bidding for contracts to operate, or to continue
operating, Job Corps centers. Changes in the market for services and contracts, including increasing competition,
transition costs or costs to implement awarded contracts, could adversely affect the timing and/or viability of
future development activities. Additionally, many of our contracts are subject to state or federal government
procurement rules and procedures; changes in procurement policies that may be adopted by one or more of these
agencies could also adversely affect our ability to obtain and retain these contracts.

Our revenues and operating profitability depend on our ability to maintain our existing reimbursement
levels, to obtain periodic increases in reimbursement rates to meet higher costs and demand for more services, and
to receive timely payment from applicable government agencies. If we do not receive or cannot negotiate
increases in reimbursement rates at approximately the same time as our costs of providing services increase, our
revenues and profitability could be adversely affected. Changes in how federal and state government agencies
operate reimbursement programs can also affect our operating results and financial condition. Government
reimbursement, group home credentialing and MR/DD client Medicaid eligibility and service authorization
procedures are often complicated and burdensome, and delays can result due to, among other reasons,
documentation securing necessary eligibility paperwork between agencies. These reimbursement and procedural
issues occasionally cause us to have to resubmit claims several times before payment is remitted and are primarily
responsible for our aged receivables. Changes in the manner in which state agencies interpret program policies
and procedures, and review and audit billings and costs could also affect our business, results of operations,
financial condition and our ability to meet obligations under our indebtedness.

Our cost structure and ultimate operating profitability are directly related to our labor costs. Labor costs
may be adversely affected by a variety of factors, including limited availability of qualified personnel in each
geographic area, local competitive forces, the effective utilization of our labor force, changes in minimum wages
or other direct personnel costs, strikes or work stoppages by employees represented by labor unions, and changes
in client services models, such as the trends toward supported living and managed care. The difficulty experienced
in hiring direct service staff and nursing staff in certain markets from time to time has resulted in higher labor
costs in some of our operating units. These higher labor costs are associated with increased overtime, recruitment
and retention, training programs, and use of temporary staffing personnel and outside clinical consultants.

Additionally, the maintenance and expansion of our operations depend on the continuation of trends
toward downsizing, privatization and consolidation and our ability to tailor our services to meet the specific needs
of the populations we serve. Our success in a changing operational environment is subject to a variety of political,
economic, social and legal pressures. Such pressures include a desire of governmental agencies to reduce costs
and increase levels of services; federal, state and local budgetary constraints; and actions brought by advocacy
groups and the courts to change existing service delivery systems. Material changes resulting from these trends
and pressures could adversely affect the demand for and reimbursement of our services and our operating
flexibility, and ultimately our revenues and profitability.

Media coverage of the industry, including operators of facilities and programs for persons with mental
retardation and other developmental disabilities, has from time to time included reports critical of the current
trend toward privatization and of the operation of certain of these facilities and programs. Adverse media
coverage about providers of these services in general and us, in particular, could lead to increased regulatory
scrutiny in some areas, and could adversely affect our revenues and profitability by, among other things,
adversely affecting our ability to obtain or retain contracts, discouraging government agencies from privatizing
facilities and programs; increasing regulation and resulting compliance costs; or discouraging clients from using
our services.
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In recent years, changes in the market for insurance, particularly for professional and general liability
coverage, have made it more difficult to obtain insurance coverage at reasonable rates. As a result, our insurance
program costs for 2002 and 2001 were higher than in previous years. Our self-insured retentions have also
increased. We expect our insurance costs to rise approximately 15% in 2003. The professional and general
liability coverage provides for a $250,000 deductible per occurrence, and claims limits of $4.8 million per
occurrence up to a $6 million annual aggregate limit. Our workers’ compensation coverage provides for a $1.0
million deductible per occurrence, and claims up to statutory limits. We utilize historical data to estimate our
reserves for our insurance programs. If losses on asserted claims exceed the current insurance coverage and
accrued reserves, our business, results of operations, financial condition and ability to meet obligations under our
indebtedness could be adversely affected.

The collection of accounts receivable is a significant management challenge and requires continual focus.
Until recently, many of our accounts receivable controls were managed through manual procedures. We have
expended significant effort and resources to implement a new accounts receivable system which was substantially
in place at the end of 2002. The limitations of some state information systems and procedures, such as the
inability to receive documentation or disperse funds electronically, may limit the benefits we derive from our new
systems. We must maintain or improve our controls and procedures for managing our accounts receivable billing
and collection activities if we are to collect our accounts receivable on a timely basis. An inability to do so could
adversely affect our business, results of operations, financial condition and ability to satisfy our obligations under
our indebtedness.

Our financial results depend on timely billing of payor agencies, effectively managing collections, and
efficiently utilizing our personnel to manage labor costs. We have substantially completed the new accounts
receivable system and an interactive automated time and attendance management system that we believe will
improve our management of these functions, improve our collections experience, and reduce our operating
expenses. Our financial results and condition may be adversely affected if we do not realize the anticipated
benefits from our investment in these new systems.

Our ability to generate sufficient cash flow from operations to make scheduled payments on our debt
obligations and maintain compliance with various financial covenants contained in our debt arrangements will
depend on our future financial performance, which will be affected by a range of economic, competitive and
business factors, many of which are outside of our control. If we do not generate sufficient cash flow from
operations to satisfy our debt obligations and maintain covenant compliance, we may have to undertake
alternative financing plans, such as refinancing or restructuring our debt, selling assets, reducing or delaying
capital investments or seeking to raise additional capital. We can provide no assurance that any refinancing would
be possible, that any assets could be sold, or, if sold, of the timing of the sales and the amount of proceeds
realized from those sales, or that additional financing could be obtained on acceptable terms, if at all. Our inability
to generate sufficient cash flow to satisfy our debt obligations, maintain covenant compliance or refinance our
obligations on commercially reasonable terms would have a material adverse effect on our business, financial
condition and results of operations, as well as on our ability to satisfy our obligations under our indebtedness.

We must comply with comprehensive government regulation of our business, including statutes,
regulations and policies governing the licensing of our facilities, the quality of our service, the revenues we
receive for our services, and reimbursement for the cost of our services. If we fail to comply with these laws, we
can lose contracts and revenues, thereby harming our financial results. State and federal regulatory agencies have
broad discretionary powers over the administration and enforcement of laws and regulations that govern our
operations. A material violation of a law or regulation could subject us to fines and penalties and in some
circumstances could disqualify some or all of the facilities and programs under our control from future
participation in Medicaid or other government programs. With the effectiveness of HIPAA, the potential penalties
could increase. Furthermore, future regulation or legislation affecting our programs may require us to change our
operattons significantly or incur increased costs.
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Our success in obtaining new contracts and renewals of our existing contracts depends upon maintaining
our reputation as a quality service provider among governmental authorities, advocacy groups for persons with
developmental disabilities and their families, and the public. We also rely on government entities to refer clients
to our facilities and programs. Negative publicity, changes in public perception, the actions of consumers under
our care or investigations with respect to our industry, operations or policies could increase government scrutiny,
increase compliance costs, hinder our ability to obtain or retain contracts, reduce referrals, discourage
privatization of facilities and programs, and discourage clients from using our services. Any of these events could
have a material adverse effect on our financial results and condition.

Our management of residential, training, educational and support programs for our clients exposes us to
potential claims or litigation by our clients or other persons for wrongful death, personal injury or other damages
resulting from contact with our facilities, programs, personnel or other clients. Regulatory agencies may initiate
administrative proceedings alleging violations of statutes and regulations arising from our programs and facilities
and seeking to impose monetary penalties on us. We could be required to pay substantial amounts of money in
damages or penalties arising from these legal proceedings and some awards of damages or penalties may not be
covered by any insurance. If our third-party insurance coverage and self-insurance reserves are not adequate to
cover these claims, it could have a material adverse effect on our business, results of operations, financial
condition and ability to satisfy our obligations under our indebtedness.

Expenses incurred under federal, state and local government agency contracts for disabilities services, Job
Corps and other youth services, as well as management contracts with providers of record for such agencies, are
subject to examination by agencies administering the contracts and services.

Our revenues and net income may fluctuate from quarter to quarter, in part because annual Medicaid rate
adjustments may be announced by the various states inconsistently and are usually retroactive to the beginning of
the particular state's fiscal reporting period. We expect that future adjustments in reimbursement rates in most
states will consist primarily of cost-of-living adjustments, adjustments based upon reported historical costs of
operations, or other negotiated increases. However, in some cases states have revised their rate-setting
methodologies, which has resulted in rate decreases as well as rate increases. Future revenues may be affected by
changes in rate-setting structures, methodologies or interpretations that may be proposed or are under
consideration in states where we operate. Also, some states have considered initiating managed care plans for
persons currently in Medicaid programs. At this time, we cannot determine the impact of such changes, or the
effect of various federal initiatives that have been proposed.

Impact of Recently Issued Accounting Standards
See Note 1 to the Notes to Consolidated Financial Statements.
Forward-Looking Statements

Statements in this report that are not statements of historical fact constitute forward-looking statements
within the meaning of the Private Securities Litigation Reform Act. In addition, we expect to make such forward-
looking statements in future filings with the Securities and Exchange Commission, in press releases, and in oral
and written statements made by us or with our approval. These forward-looking statements include, but are not
limited to: (1) projections of revenues, income or loss, earnings or loss per share, capital structure and other
financial items; (2) statements of plans and objectives of ResCare or our management or Board of Directors; (3)
statements of future actions or economic performance, including development activities; and (4) statements of
assumptions underlying such statements. Words such as "believes," "anticipates,” "expects,” "I " "plans,”

"o

intends,
"targeted," and similar expressions are intended to identify forward-looking statements but are not the exclusive
means of identifying such statements.

Forward-looking statements involve risks and uncertainties which may cause actual results to differ
materially from those in such statements. Some of the events or circumstances that could cause actual results to

differ from those discussed in the forward-looking statements are discussed in the "Certain Risk Factors” section
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above. Such forward-looking statements speak only as of the date on which such statements are made, and we
undertake no obligation to update any forward-looking statement to reflect events or circumstances occurring after
the date on which such statement is made.
Item 7A. Quantitative and Qualitative Disclosure about Market Risk

While we are exposed to changes in interest rates as a result of our outstanding variable rate debt, we do
not currently utilize any derivative financial instruments related to our interest rate exposure. At December 31,
2002, we had variable rate debt outstanding of approximately $2.0 million as compared to $2.4 million
outstanding at December 31, 2001. Accordingly, we do not presently believe we have material exposure to market
risk. Our exposure to market risk may change if we utilize our NCB facility in 2003.
Item 8. Financial Statements and Supplementary Data

Refer to pages F-1 through F-25.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Not applicable.
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PART III

Items 10, 11, 12 and 13. Directors and Executive Officers of the Registrant; Executive Compensation;
Security Ownership of Certain Beneficial Owners and Management; and Certain Relationships and
Related Transactions.

The information required by these Items is omitted because we are filing a definitive proxy statement
pursuant to Regulation 14A not later than 120 days after the end of the fiscal year covered by this report which
includes the required information. The required information contained in our proxy statement is incorporated
herein by reference.

Item 14. Controls and Procedures

ResCare has evaluated the effectiveness of the design and operation of its disclosure controls and
procedures pursuant to Rules 13a-14(c) and 15d-14(c) under the Securities Exchange Act of 1934 within 90 days
prior to the filing date of this Annual Report on Form 10-K. Based on the evaluation, performed under the
supervision and with the participation of ResCare’s management, including the Chairman and Chief Executive
Officer (the “CEQ”) and Chief Financial Officer (the “CFQO”), ResCare’s management, including the CEO and
CFO, concluded that ResCare’s disclosure controls and procedures are effective.

There have been no significant changes in or corrective actions with respect to ResCare’s internal controls
or in other factors that could significantly affect internal controls subsequent to the evaluation.
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PART IV

Item 15. Exhibits, Consolidated Financial Statement Schedules and Reports on Form 8-K.

(a)(1) Index to Consolidated Financial Statements and Financial Statement Schedules:

Page
Independent AUdItOrs’ REPOTL.....ccoviviiiiiieeeiiiieecetieeie sttt evs seen e et e st raeseseesaeeneesbenansnens F-2
Consolidated Financial Statements:
Consolidated Balance Sheets as of December 31, 2002 and 2001 .......oovveveeviveeeriiinns F-3
Consolidated Statements of Income for the years ended December 31, 2002,
2001 and 2000 ... ..ooiieieeei ettt e et b e earaean F-4
Consolidated Statements of Shareholders’ Equity for the years ended
December 31, 2002, 2001 and 2000............coiveeeriieiieeieieere e seve e eaeeens F-5
Consolidated Statements of Cash Flow for the years ended December 31, 2002,
2007 and 2000 .....orii ettt ettt et e s erea e e st e e rrae e nraeesreaanresenrreans F-6
Notes to Consolidated Financial Statements...........co.ecevverercinieiininincieeee e, F-7
Financial Statement Schedule
Schedule II — Valuation and Qualifying ACCOUNLS ........ccevrvevieinerienieeese e F-25

M All other financial statement schedules have been omitted, as the required information is inapplicable or the information is

presented in the financial statements or related notes.

(a)(2) Index to Exhibits:

3.1 Amended and Restated Articles of Incorporation of the Company dated December 18, 1992
incorporating the Amendment to Amended and Restated Articles of Incorporation dated May
29, 1997. Exhibit 3.1 to the Company’s Annual Report on Form 10-K for the year ended
December 31, 1998 is hereby incorporated by reference.

32 Amended and Restated Bylaws of the Company. Exhibit 4.5 to the Company’s Registration
Statement on Form S-8 (Reg. No. 333-50726) is hereby incorporated by reference.

4.1 Indenture dated November 15, 2001, by and among Res-Care, Inc., the Guarantors named therein
and National City Bank, as trustee, relating to the Company’s $150,000,000 10 5/8% Senior
Notes due 2008. Exhibit 99.3 to the Company’s Current Report on Form 8-K dated November
20, 2001, is hereby incorporated by reference.

4.2 Instrument of Resignation, Appointment and Acceptance dated February 12, 2002, by among Res-
Care, Inc., National City Bank and Wells Fargo Bank Minnesota, National Association. Exhibit
4.2 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2001 is
hereby incorporated by reference.

4.3 Registration Rights Agreement dated November 15, 2001, by and among Res-Care, Inc., the
Guarantors named therein and the initial purchasers named therein, relating to the Company’s
10 5/8% Senior Notes due 2008. Exhibit 99.4 to the Company’s Current Report on Form §-K
dated November 20, 2001, is hereby incorporated by reference.

4.4 Article VI of the Amended and Restated Articles of Incorporation of the Company included in
Exhibit 3.1.
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{a)(2) Index to Exhibits (continued):

4.5

4.6

10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

Indenture, dated as of November 21, 1997, between the Company and PNC Bank, Kentucky, Inc.
relating to the Company’s $109,360,000 6.0% Convertible Subordinated Notes due 2004.
Exhibit 4.3 to the Company’s Registration Statement on Form S-3, (Reg. No. 333-44029) is
hereby incorporated by reference.

Statement of Additional Terms and Conditions dated as of March 15, 1998 relating to $22,000,000
of 5.9% Convertible Subordinated Notes due 2005. (filed herewith)

1991 Incentive Stock Option Plan of the Company (adopted April 24, 1991, amended and restated
as of February 23, 1995). Exhibit 4 to the Company's Registration Statement on Form S-8 (Reg.
No. 33-80331) is hereby incorporated by reference.

Amendment to Amended and Restated 1991 Incentive Stock Option Plan of the Company. Exhibit
10.2 to the Company’s Annual Report on Form 10-K for the year ended December 31, 1997 is
hereby incorporated by reference.

1993 Non-Employee Directors Stock Ownership Incentive Plan of the Company (adopted October
28, 1993). Exhibit 4.1 to the Company's Registration Statement on Form S-8 (Reg. No. 33-
76612) is hereby incorporated by reference.

Res-Care, Inc. 1998 Omnibus Stock Plan effective June 18, 1998. Exhibit 4.1 to the Company's
Registration Statement on Form S-8 (No. 333-57167) is hereby incorporated by reference.

1994 Employee Stock Purchase Plan effective July 1, 1995. Exhibit 4.1 to the Company's
Registration Statement on Form S-8 (Reg. No. 33-85964) is hereby incorporated by reference.

Res-Care, Inc. 401(K) Restoration Plan effective December 1, 1995. Exhibit 10.6 to the Company’s
Annual Report on Form 10-K for the year ended December 31, 2000 is hereby incorporated by
reference.

Amended and Restated Employment Agreement dated as of October 26, 1995, and amended
November 5, 1996, between the Company and Ronald G. Geary. Exhibit 10.11 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 1996 is hereby
incorporated by reference.

Res-Care, Inc. 2000 Stock Option and Incentive Compensation Plan. Exhibit 4.1 to the Company’s
Registration Statement on Form S-8 (Reg. No. 333-50726) is hereby incorporated by reference.

Res-Care, Inc. 2000 Nonemployee Directors Stock Ownership Incentive Plan. Exhibit 4.2 to the
Company’s Registration Statement on Form S-8 (Reg. No. 333-50726) is hereby incorporated
by reference.

Employment Agreement between the Company and Ralph G. Gronefeld, Jr., dated February 14,
2001. Exhibit 10.10 from the Company’s Annual Report on Form 10-K for the year ended
December 31, 2000 is hereby incorporated by reference.

Employment Agreement between the Company and Vincent F. Doran, dated August 1, 2000.

Exhibit 10.11 from the Company’s Annual Report on Form 10-K for the year ended December
31, 2000 is hereby incorporated by reference.
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(a)(2) Index to Exhibits (continued):

10.12

10.13

10.14

10.15

10.16

10.17

21.1

23.1

99.1

99.2

Employment Agreement between the Company and Paul G. Dunn, dated February 14, 2001. Exhibit
10.12 from the Company’s Annual Report on Form 10-K for the year ended December 31, 2000
is hereby incorporated by reference.

Employment Agreement between the Company and L. Bryan Shaul, dated February 16, 2001.
Exhibit 10.14 from the Company’s Annual Report on Form 10-K for the year ended December
31, 2000 is hereby incorporated by reference.

Employment Agreement between the Company and Katherine W. Gilchrist, dated January 25, 2001.
Exhibit 10.15 from the Company’s Annual Report on Form 10-K for the year ended December
31, 2000 is hereby incorporated by reference.

Credit Agreement dated as of November 15, 2001, by and among Res-Care, Inc. and separate
subsidiaries, as Borrowers and the lenders named therein as the Lenders, National City Bank of
Kentucky as the Agent for the Banks, Bank One, Kentucky, N.A. as syndication agent for the
Banks and U.S. Bank, National Association as documentation agent for the Banks. Exhibit 99.2
of the Company’s Current Report on Form 8-K dated November 20, 2001 is hereby
incorporated by reference.

First Amendment Agreement dated March 22, 2002 by and among Res-Care, Inc. and separate
subsidiaries, as Borrowers in the Credit and Security Agreement, the lending institutions named
therein as lenders, National City Bank of Kentucky, as Agent for the Banks, Bank One,
Kentucky, N.A., as syndication agent for the Banks and U.S. Bank, National Association as
documentation agent for the Banks. Exhibit 10.16 from the Company’s Annual Report on Form
10-K for the year ended December 31, 2001 is hereby incorporated by reference.

Second Amendment Agreement dated November 15, 2002, by and among Res-Care, Inc., and
separate subsidiaries as Borrowers, the lending institutions named therein as lenders, and
National City Bank of Kentucky, as Agent for the Banks, Bank One, Kentucky, N.A., as
syndication agent for the Banks, and U.S. Bank National Association, as documentation agent
for the Banks. (filed herewith)

Subsidiaries of the Company. (filed herewith)
Consent of Independent Auditors. (filed herewith)

Certification of Chief Executive Officer Pursuant to 18 U.S.C. Section 1350 As Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002. (filed herewith)

Certification of Chief Financial Officer Pursuant to 18 U.S.C. Section 1350 As Adopted Pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002. (filed herewith)

(b) Reports on Form 8-K:

On March 6, 2003, we filed a Current Report on Form 8-K announcing our financial results for the
fourth quarter ended December 31, 2002.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

RES-CARE, INC

Date: _March 27, 2003 By: /s/ Ronald G. Geary
Ronald G. Geary
Chairman of the Board, President and
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ Ronald G. Geary Chairman of the Board, President, Chief March 27, 2003
Ronald G. Geary Executive Officer and Director
(Principal Executive Officer)
/s/ L. Bryan Shaul Executive Vice President Finance and March 27, 2003
L. Bryan Shaul Administration and Chief Financial Officer
/s/ Seymour L. Bryson Director March 27, 2003

Seymour L. Bryson

/s/ James R. Fornear Director March 27, 2003
James R. Fornear

/s/ Olivia F. Kirtley Director March 27, 2003
Olivia F. Kirtley

/s/ Spiro B. Mitsos Director March 27, 2003
Spiro B. Mitsos

/s/ Vincent D. Pettinelli Director March 27, 2003
Vincent D. Pettinelli

/s/ Michael J. Foster Director March 27, 2003
Michael J. Foster

/s/ E. Halsey Sandford Director March 27, 2003
E. Halsey Sandford

/s/ Steven S. Reed Director March 27, 2003
Steven S. Reed
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1.

2.

Date:

I, Ronald G. Geary, certify that:

I have reviewed this annual report on Form 10-K of Res-Care, Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this annual
report;

Based on my knowledge, the financial statements, and other financial information included in this annuoal
report, fairly present in all material respects the financial condition, results of operations and cash flows
of the registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure

controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant, and
have:

(@) designed such disclosure controls and procedures to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this annual report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date
within 90 days prior to the filing date of this annual report (the “Evaluation Date”); and

(c) presented in this annual report our conclusions about the effectiveness of the disclosure controls
and procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of the registrant’s board of directors:

(a) all significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize, and report financial data and have
identified for the registrant’s auditors any material weaknesses in internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls; and

The registrant’s other certifying officers and I have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to
significant deficiencies and material weaknesses.

March 27, 2003 By: /s/ Ronald G. Geary
Ronald G. Geary
Chairman, President and Chief Executive Officer
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1, L. Bryan Shaul, certify that:

1.

2.

Date:

I have reviewed this annual report on Form 10-K of Res-Care, Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this annual
report,

Based on my knowledge, the financial statements, and other financial information included in this annual
report, fairly present in all material respects the financial condition, results of operations and cash flows
of the registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant, and
have:

(a) designed such disclosure controls and procedures to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this annual report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date
within 90 days prior to the filing date of this annual report (the “Evaluation Date”); and

(c) presented in this quarterly report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of the registrant’s board of directors:

(a) all significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize, and report financial data and have
identified for the registrant’s auditors any material weaknesses in internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls; and

The registrant’s other certifying officers and I have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to
significant deficiencies and material weaknesses.

March 27, 2003 By: /s/ L. Bryan Shaul

L. Bryan Shaul
Executive Vice President Finance and Administration
and Chief Financial Officer
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SUBSIDIARIES OF THE REGISTRANT

EXHIBIT 21.1

State of

Subsidiary Incorporation
Community Alternatives Indiana, Inc. Delaware
Community Alternatives Nebraska, Inc. Delaware
Community Advantage, Inc. Delaware
Texas Home Management, Inc. Delaware
Capital TX Investments, Inc. Delaware
THM Homes, Inc. Delaware
Community Alternatives Texas Partner, Inc. Delaware
Res-Care New Mexico, Inc. Delaware
Res-Care Ohio, Inc. Delaware
CATX Properties, Inc. Delaware
Res-Care California, Inc. d/b/a RCCA Services Delaware
RSCR California, Inc. Delaware
Res-Care Kansas, Inc. Delaware
Res-Care Illinois, Inc. Delaware
Res-Care Oklahoma, Inc. Delaware
Youthtrack, Inc. Delaware
Res-Care Tennessee, Inc. Delaware
Res-Care Training Technologies, Inc. Delaware
RSCR West Virginia, Inc. Delaware
Community Alternatives Virginia, Inc. Delaware
Community Alternatives Kentucky, Inc. Delaware
Alternative Youth Services, Inc. Delaware
Res-Care Aviation, Inc. Kentucky
Res-Care Premier, Inc. Delaware
CNC/Access, Inc. Rhode Island
Community Alternatives Illinois, Inc. Delaware
Community Alternatives Missouri, Inc. Missouri
The Academy for Individual Excellence, Inc. Delaware
Res-Care Other Options, Inc. Delaware
Creative Networks, L.L.C. Arizona
Res-Care New Jersey, Inc. Delaware
Normal Life, Inc. Kentucky
Res-Care Alabama, Inc. Delaware
Res-Care Washington, Inc. Delaware
Southern Home Care Services, Inc. Georgia
Tangram Rehabilitation Network, Inc. Texas
PeopleServe, Inc. Delaware
Arbor E&T, LLC Kentucky
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EXHIBIT 23.1

CONSENT OF INDEPENDENT AUDITORS

The Board of Directors
Res-Care, Inc.

‘We consent to incorporation by reference in the registration statements (No. 33-61878), (No. 33-76612),
(No. 33-85964), (No. 33-80331), (No. 333-57167), (No. 333-81465) and (No. 333-50726) on Form S-8, (No. 333-
75875) and (No. 333-82708) on Form S-4 and (No. 333-23599), (No. 333-32513) and (No. 333-44029) on Form
S-3 of Res-Care, Inc. of our report dated March 4, 2003, relating to the consolidated balance sheets of Res-Care,
Inc. and subsidiaries as of December 31, 2002 and 2001, and the related consolidated statements of income,
shareholders' equity, and cash flows for each of the years in the three-year period ended December 31, 2002,
which report appears in the December 31, 2002 annual report on Form 10-K of Res-Care, Inc. Our report refers to
changes in the method of accounting in 2002 for goodwill and other intangible assets.

Louisville, Kentucky
March 27, 2003
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EXHIBIT 99.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER PURSUANT TO 18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Res-Care, Inc. (the “Company”) on Form 10-K for the period
ended December 31, 2002 as filed with the Securities and Exchange Commission on the date hereof (the
“Report”), I, Ronald G. Geary, Chief Executive Officer of the Company, certify, pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and ‘

@) The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

Date: March 27, 2003 By: /s/ Ronald G. Geary
Ronald G. Geary
Chairman, President and Chief Executive Officer

A signed original of this written statement required by Sectioh 906 of the Sarbanes-Oxley Act has been
provided to the Company and will be retained by the Company and furnished to the Securities and Exchange
Commission or its staff upon request.
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EXHIBIT 99.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER PURSUANT TO 18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Res-Care, Inc. (the “Company”) on Form 10-K for the period
ended December 31, 2002 as filed with the Securities and Exchange Commission on the date hereof (the
“Report™), I, L. Bryan Shaul, Chief Financial Officer of the Company, certify, pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

(D) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

2) The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

Date: _March 27, 2003 By: /s/ L. Bryan Shaul
L. Bryan Shaul
Executive Vice President of Finance and Administration
and Chief Financial Officer

A signed original of this written statement required by Section 906 of the Sarbanes-Oxley Act has been
provided to the Company and will be retained by the Company and furnished to the Securities and Exchange
Commission or its staff upon request.
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Item 8. Financial Statements and Supplementary Data

INDEX TO FINANCIAL STATEMENTS AND SCHEDULES
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Independent AUILOTS' REPOTT.......ciciiiiiiriiieieeie ettt et sa e st b sbe st et et b e aesreesesaae sees F-2
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All other financial statement schedules have been omitted, as the required information is inapplicable or
the information is presented in the financial statements or related notes.
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INDEPENDENT AUDITORS’ REPORT

The Board of Directors and Stockholders
Res-Care, Inc.:

We have audited the consolidated financial statements of Res-Care, Inc. and subsidiaries as listed in the
accompanying index on page F-1. In connection with our audits of the consolidated financial statements, we also
have audited the financial statement schedule as listed in the accompanying index on page F-1. These
consolidated financial statements and the financial statement schedule are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these consolidated financial statements and the
financial statement schedule based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Res-Care, Inc. and subsidiaries as of December 31, 2002 and 2001, and the results of their
operations and their cash flows for each of the years in the three-year period ended December 31, 2002, in
conformity with accounting principles generally accepted in the United States of America. Also in our opinion,
the related financial statement schedule, when considered in relation to the basic consolidated financial statements
taken as a whole, presents fairly, in all material respects, the information set forth therein.

As discussed in Note 1 to the consolidated financial statements, effective January 1, 2002, Res-Care, Inc. adopted
the provisions of Statement of Financial Accounting Standards No. 142, “Goodwill and Other Intangible Assets”.

Louisville, Kentucky
March 4, 2003
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RES-CARE, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 2002 and 2001
(In thousands, except share data)

2002
ASSETS
Current assets:
Cash and cash eqUIVAIENLS ..........coceerereieinieieieenc e e e $ 72,089
Accounts receivable, net of allowance for doubtful accounts of
$7,665 in 2002 and $33,013 in 2001 ....coiviiiiiiiiireeceeee e 124,609
Refundable INCOME taXES ...iccvvveeririieie ettt ee s e rsenb e e s e ssbansanberne s . 11,890
Deferred inCOME LAXES ..ueoiiviiiriiiiie ettt ettt e ae e erv e e e nebaeeaanes 16,621
Prepaid expenses and other current assets ........cc.eeveveerecrineciecninienenn. 16,102
Total CUITENL ASSELS ....eoiirvvrreeeerierrereereeiciineiresecsenabareseraseeseannns 241,311
Property and eqUIpmMEent, NET.......coovuerrerreriieniereniriiriir ettt oo e 61,668
GOOAWILL, DNEL..ccoiiiieeeireee et e ee e ee sttt rree e s s bt e e s e s e nanntaeesessnessarnes 218,256
ONET ASSEES....iuvveireervrreeetrreeeienisseetirresererresserbersesstseeasieressersbaseestrreesssnseesenssnsens 25.377
46,612
LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Trade accounts PaYable.........cocvvviveiviieeciree et es et $ 33,957
ACCTUEH BXPEIISES. .. .eeiitietrieriierereetieneeeetesite s esaesbees e eeeereessreenseesmresnenane 61,507
Current portion of long-term debt..........oceevvveeiiinineieciiieceereeeene 329
Current portion of obligations under capital leases.........ccccveeeerecrereeninenenne 972
Total current 1abilitieS......cccveeeeiiieeeiriiiiierir et srcneee e 96,765
Long-term [HabilIties .....covviiveeiineirienieneei ettt s 84
LONG-erm bt ......oouiiiiiiiiiiiietee et e e 258,378
Obligations under capital 18aSes ........evieeviieieiiiniiniti e 2,745
Deferred gains ........cccceeenvenennee. et eeteiee e e et r ey e n e e te bt st e e et neenranenreeeaee 5,769
Deferred INCOME LAXES ....c.viiiiiiiiiictrieesirreesetreeeeetee e seaeeseetbessessbeseseneeesaeeeaneas 5.692
Total HabilitieS .......ccovuveeiieiiiecireecreee et eevee e 369.433
Commitments and contingencies
Shareholders’ equity:
Preferred shares, no par value, authorized 1,000,000 shares, no
shares issued Or OULSTANAING ..c.covveverrieeeierieiiirricee e e s —
Common stock, no par value, authorized 40,000,000 shares, issued
28,727,027 in 2002 and 2001, outstanding 24,418,336 shares
in 2002 and 24,374,872 shares in 2001 ......c..coovviviiieiiiiiiiiercreee e, 47,904
Additional paid-in capital ...........c.ccooveveniiiiiiiii e 29,620
Retained armings.......cocovevrereerieneenieeren e e 99.655
Total shareholders’ quity ........cccoivinicniccncniniccien, 177,179
$ 546,612

See accompanying notes to consolidated financial statements.
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2001

$ 58,997

132,181
698
22,583
12.459
226918
58,779
211,946
37,293

$ 534,936

$ 31,731
50,613
527

1,170
84,041
242
264,683
3,331
7,239

1,271

_360.807

47,870
29,280
96.979
174,129

$ 534,936




RES-CARE, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2002, 2001 and 2000
(In thousands, except per share data)

2002 2001 2000

REVENUES ...ttt e $ 919,724 § 885,715 $ 858,073
Facility and program €XPEnSES ..........coueeveerireeuierienrernereeneasientreessresresseesersuesees 845316 _ 817,754 _ 755.853
Facility and program cONtribUution .........cc..eueeinieiiinieieeeiineeeiree et nee e e 74,408 67,961 102,220
Operating expenses (income):

Corporate general and adminiStrative ........ccccveeeiieecieeeseerenersnressrreeeineenes 35,410 33,390 28,111

Depreciation and amortization ............occveeerereesenenieneseeseenneans FSTTOR 11,862 21,079 22,308

SPeCial CHAIZES. ... cccvi ittt sttt et b b s eabe s — 1,729 4,149

Other operating expenses (INCOME).......cc.urrirrererieriieneieeeraeeereeneeneeeneeneas (1.344) (1,010 270

Total operating eXpenses ........cccevrverireninrerniinienenncneenenne 45.928 55.188 54.838

OPETating INCOME ......covrvereiriireerienterrenreereeserieesestastentesaesseneereesessnsaeseeeeneasens 28,480 12,773 47,382
Other expenses (income):

INEETESE EXPEIISE..c..eerieireiierirtentiiretretes et ete st ettt sbesreesesseeeneesaebeeanes 26,073 20,815 23,446

INEETESE INCOME ...euvieiiiiiier ettt et ettt et et evtenre e seeer e esessbeneens (1.775) (1,754) (887)

Total Other EXPENSES ..cveivvierieieiiieitiiriesreeerreeseesteeaie et asveasrnsnees 24,298 19,061 22,559

Income (10SS) before INCOME tAXES ..evviicvreireeeriirereiiereeserereeecrreeeererressesevereenens 4,182 (6,288) 24,823
Income tax expense (DENEit).....cc..covievriiiienieneniieereee et 1.506 (1.916) 10,647
NEt INCOME (10SS).reeurrerreirieerrieseerriniresieeiereeasseessessssersseesrsessessseessrsssnssssesssssssras $ 2676 (4.372) 14,176
Basic earnings (1088) Per SHATE ......ccvoveiireimrieriiee e et $ 0.11 (0.18) $ 0.58
Diluted earnings (108S) PET SHATE ....c.evevirieeeiiieiineieieiee e see e § 011 (0.18) § 0.58
Weighted average number of common shares: ,

BaSIC. e iueetiiietiecte ettt eaes 24,409 24,357 24,309

DIIULEA ..ottt e e s 24,550 24,357 24,354

See accompanying notes to consolidated financial statements.
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RES-CARE, INC. AND SUBSIDIARES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
Years Ended December 31, 2002, 2001 and 2000
(In thousands)

Additional
Common Stock Paid-In  Retained
Shares  Amount Capital  Earnings  Total

Balance at January 1, 2000........cccecereciiinnniinniiceens 24,253 $ 47,796 $ 28,413 $ 87,175 $163,384

INELITICOIMIE covvvvvieieiiiseeeecrresrestessee s vrerereeetesereesbrenresreenaeenns — — — 14,176 14,176
Repurchase of common stock.......covvviirininrnniincceee (2) (8) — — ®)
Exercise of stock options, including related tax benefit..... 67 45 526 — 571
Balance at December 31, 2000 .......c.cooeeeivicecvieerinnne 24318 47,833 28,939 101,351 178,123
INELLOSS coveuvieeiiee ettt ettt ettt sresre e s raane s — — — 4,372) (4,372)
Exercise of stock options, including related tax benefit..... 57 37 341 — 378
Balance at December 31, 2001 ... 24,375 47,870 29,280 96,979 174,129
INEEINCOINIE .uvviivieeeieeeieeee ettt e et e e s aer s ee s e rnes — — —_ 2,676 2,676
Exercise of stock options, including related tax benefit..... 43 34 340 — 374
Balance at December 31, 2002 ...coooviiiivrieiiee e 24418 $ 47904 $ 29,620 $ 99,655 $177.179

See accompanying notes to consolidated financial statements.
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RES-CARE, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31, 2002, 2001 and 2000
(In thousands)

2002 2001 2000
Operating activities:
NEt INCOME (JOSS) ..vverirriirrirreesterriaceistessseestreressteereesasteessessssrssnsesseessensemsenees $ 2676 $§ (4,372 $ 14,176
Adjustments to reconcile net income to cash provided by
operating activities:
Depreciation and amMOTtiZaAtION ........cvcveeveeereenivesnerieriiieeieerereseresreenenss 11,862 21,079 22,308
Amortization of diSCOUNt 0N NOLES ......ocvveevereiiieie it 456 519 659
Deferred inCOME taXes, NEL.....cieiviiiieieeiireie et eesire e et s eeevreesesiaeee s 10,383 (7,131) 116
1055 0N SALE OF ASSEIS...veiicvrrerereiiiee i ettt iete e reee et stb e e s 142 59 627
Special ChArZes ......oveeviireciieeeriecee ettt — 1,465 1,457
Provision for losses on accounts receivable .......ccocoeeveneniiiencnenene 19,566 19,293 3,707
Tax benefit from exercise of StOCK OPUONS .....ccveeveeiviiecerrreiiienreereane 155 32 51
(Gains) losses on extinguishment of debt, net of tax......c..ccccocveeernnennen. (1,280) 3 —
Changes in operating assets and liabilities:
ACCOUNLS TECEIVADIE ...ovviiiicieriiiiccceee e rree e s e ae e seens (7,856) (11,138) (3,184)
Prepaid expenses and other current assets.........ooceveerereerverereenersnennes 51 (1,193) (4,154)
OhET @SSELS...ueiiieerieeeertteieeieeterete s sttt enee e sae st ae e saesae e et e eases (282) (5,699) (8,658)
Accounts payable ... 2,153 4,341 7,636
ACCTUEA CXPEIISES -evvvureriureeraererrrens tentesseeesttaesnasestresssssossnsessseesssesen 10,774 2,331 4,241
Deferred ZaINS . occcoovieeeiieeeeeee ettt et e (1,470) (1,920) 326
ACCTUEd INCOIME LAXES ..vevierieerrecriiiveeeieeressressreestresseessesssessessssesssesssras (11,192) (2,673) 1,529
Long-term HabilitIes .......ccueeeriiemnireenreeieiecereeert e eteneeveeseesaeens (158) (3.047) (1.493)
Cash provided by operating activities........cccecivierrcssiienisiniinneenns 35,980 11.949 39,344
Investing activities:
Proceeds from sale 0f aSSELS ......c.evvereiiiveeiieniiietc et 341 26,261 28,671
Purchases of property and equipment..........c.ccceeernenerseeniinccnineneenes (13,692) (9,323) (20,914
Acquisitions of businesses, net of cash acquired..........cc.cccervrevrienennen. (2,782) — (1,045)
Cash (used in) provided by investing activities ..........c.ccoccovvveene (16,133) 16,938 6.712
Financing activities:
Net borrowings (repayments) under notes payable to bank ................. —  (130,000) (10,802)
Net borrowings (repayments) of long-term debt .........ccccevvererriecnacenn. 5,679y 127,189 (8,758)
Payments on obligations under capital 1€ases...........ccoeeerenrereeeinnnens (1,295) (841) (650)
Proceeds received from exercise of stock Options.........c.cceveeeevecvirnneas 219 347 512
Cash used in financing activities.........coveiviviniveiciiiciniinns (6,755) (3.305) _ (19,698)
Increase in cash and cash equivalents.......c....cccoeveviiiieiiincincninciccene 13,092 25,582 26,358
Cash and cash equivalents at beginning of year............cccccvinencciiinincnennenn. 58,997 33,415 7,057
Cash and cash equivalents at end of YEar........ccccocevvviereiieevenrienrerecreeeeesaeeens $ 72089 $§ 58997 $§ 33415
Supplemental Disclosures of Cash Flow Information:
Cash paid for:
TIEETEST v itiireeiee ettt sttt e ettt e s e e see s eee st aene e saebeernenne $ 25873 $ 19929 $ 23,771
INCOME LAKES ...cceiireeiiieite ettt et esrb et aee s ebe e et sareenbeeanes 3,151 9,235 11,073
Supplemental Schedule of Non-cash Investing and Financing Activities:
Capital lease obligation incurred in connection with asset acquisition....... 511 876 —
Capital lease obligations converted to operating leases.......covevveevivinenne — 3,891 —

See accompanying notes to consolidated financial statements.
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RES-CARE, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

1. Summary of Significant Accounting Policies
Basis of Presentation and Description of Business

The consolidated financial statements include the accounts of Res-Care, Inc. and its subsidiaries. All
references in these financial statements to “ResCare,” “our company,” “we,” “us,” or “our” mean Res-Care, Inc.
and, unless the context otherwise requires, its consolidated subsidiaries. Significant intercompany accounts and
transactions have been eliminated in consolidation.

We receive revenues primarily from the delivery of residential, training, educational and support services
to various populations with special needs. As more fully described in Note 9, we have three reportable operating
segments: (i) disabilities services, (ii) youth services and (iii) training services.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires us to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Revenue Recognition

Disabilities Services: Revenues are derived primarily from state Medicaid programs and from
management contracts with private operators, generally not-for-profit providers, who contract with state
government agencies and are also reimbursed under the Medicaid programs. Revenues are recorded at rates
established at or prior to the time services are rendered.

Training Services: Revenues include amounts reimbursable under cost reimbursement contracts with the
U.S. Department of Labor for operating Job Corps centers. The contracts provide reimbursement for all facility
and program costs related to Job Corps center operations, allowable indirect costs for general and administrative
costs, plus a predetermined management fee, normally a fixed percentage of facility and program costs. For
certain of our current contracts and any contract renewals, the management fee is a combination of fixed and
performance-based. Final determination of amounts due under the contracts is subject to audit and review by the
U.S. Department of Labor.

Youth Services: Juvenile treatment revenues are derived primarily from state-awarded contracts from state
agencies under various reimbursement systems. Reimbursement from state or locally awarded contracts varies per
facility or program, and is typically paid under fixed contract amounts, flat rates, or cost-based rates.

Laws and regulations governing the government programs and contracts are complex and subject to
interpretation. As a result, there is at least a reasonable possibility that recorded estimates will change by a
material amount in the near term. For each operating segment, expenses are subject to examination by agencies
administering the contracts and services. We believe that adequate provisions have been made for potential
adjustments arising from such examinations.

We are substantially dependent on revenues received under contracts with federal, state and local

government agencies. For the year ended December 31, 2002, we derived 11% of our revenues under contracts for
MR/DD services in Texas and 15% of our revenues under contracts under the federal Job Corps program.
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Generally, these contracts are subject to termination at the election of governmental agencies and in certain other
circumstances such as failure to comply with applicable regulations or quality of service issues.

Cash Equivalents

We consider all highly liquid debt instruments purchased with an original maturity of three months or less
to be cash equivalents.

Valuation of Accounts Receivable

Accounts receivable consist primarily of amounts due from Medicaid programs, other government
agencies and commercial insurance companies. An estimated allowance for doubtful accounts receivable is
recorded to the extent it is probable that a portion or all of a particular account will not be collected. In evaluating
the collectibility of accounts receivable, we consider a number of factors, including historical loss rates, age of the
accounts, changes in collection patterns, the status of ongoing disputes with third-party payors, general economic
conditions and the status of state budgets. Complex rules and regulations regarding billing and timely filing
requirements in various states are also a factor in our assessment of the collectibility of accounts receivable.
Actual collections of accounts receivable in subsequent periods may require changes in the estimated allowance
for doubtful accounts. Changes in these estimates are charged or credited to the results of operations in the period
of the change of estimate.

Legal Contingencies

We are a party to numerous claims and lawsuits with respect to various matters. We provide for costs
related to contingencies when a loss is probable and the amount is reasonably determinable. We confer with
outside counsel in determining our liability for certain legal contingencies. While we believe our provision for
legal contingencies is adequate, the outcome of legal proceedings is difficult to predict and we may settle legal
claims or be subject to judgments for amounts that exceed our estimates.

Impairment of Long-Lived Assets

On January 1, 2002, we adopted Statement of Financial Accounting Standards (SFAS) No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets” (SFAS 144). Under SFAS 144, we review
long-lived assets for impairment when circumstances indicate the carrying amount of an asset may not be
recoverable based on the undiscounted future cash flows of the asset. If the carrying amount of the asset is
determined not to be recoverable, a write-down to fair value is recorded based upon various techniques to estimate
fair value. The effects of adopting SFAS 144 were immaterial to our results of operations.

Goodwill and Intangible Assets

In July 2001, the Financial Accounting Standards Board (FASB) issued SFAS No. 141, “Business
Combinations”, and SFAS 142, “Goodwill and Other Intangible Assets”. SFAS 141 requires that the purchase
method of accounting be used for all business combinations initiated after June 30, 2001 as well as all purchase
method business combinations completed after June 30, 2001. SFAS 142 requires that goodwill and intangible
assets with indefinite useful lives no longer be amortized, but instead be tested for impairment at least annually in
accordance with the provisions of SFAS 142. In addition, SFAS 142 provides that intangible assets with definite
lives should be amortized over their useful lives and reviewed for impairment in accordance with existing
guidelines.

Costs of purchased businesses in excess of net assets acquired (goodwill), and intangible assets are
accounted for under the provisions of SFAS 142. Upon adoption of SFAS 142 on January 1, 2002, we were
required to test all existing goodwill for impairment as of that date, and at least annually thereafter, unless
changes in circumstances indicate an impairment may have occurred sooner. We are required to test goodwill on a
reporting unit basis. A reporting unit is the operating segment unless, for businesses within that operating segment
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discrete financial information is prepared and regularly reviewed by management, in which case such a
component business is considered a reporting unit. We use a fair value approach to test goodwill for impairment
and recognize an impairment charge for the amount, if any, by which the carrying amount of goodwill exceeds its
fair value. Fair values are established using comparative market multiples. As appropriate, discounted cash flows
are used to corroborate comparative market multiple results.

We adopted the provisions of SFAS 141 upon its issuance in July 2001 and the provisions of SFAS 142
effective January 1, 2002. No impairment loss was recognized as a result of the transitional impairment tests
required under SFAS 142 as of January 1, 2002 nor the annual test performed as of December 31, 2002.

Depreciation and Amortization

Depreciation and amortization are provided by the straight-line method over the estimated useful lives of
the assets. Estimated useful lives for buildings are 20-35 years. Assets under capital lease and leasehold
improvements are generally amortized over the life of the respective lease. The useful lives of furniture and
equipment vary from three to seven years. Depreciation expense includes amortization of assets under capital
lease.

We act as custodian of assets where we have contracts to operate facilities or programs owned or leased
by the U.S. Department of Labor, various states and private providers.

Deferred Gains on Sale and Leaseback of Assets

Gains from the sale and leaseback of assets are deferred and amortized over the term of the operating
lease as a reduction of rental expense.

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to
differences between the financial statement carrying amounts of existing assets and liabilities and their respective
tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable
income in the years in which those temporary differences are expected to be recovered or settled. The effect of a
change in tax rates on deferred tax assets and liabilities is recognized in income in the period that includes the
enactment date. A valuation allowance is provided for deferred assets if it is more likely than not that some
portion or all of the net deferred tax assets will not be realized.

Stock Option Plans

We account for our stock-based employee compensation plans under the recognition and measurement
principles of APB Opinion No. 25, “Accounting for Stock Issued to Employees,” and related interpretations.
Stock-based employee compensation cost is not reflected in net income, as all options granted under those plans
had an exercise price equal to the market value of the underlying common stock on the date of grant. The
following table illustrates the effect on net income and earnings per share if we had applied the fair value
recognition provisions of SFAS No. 123 “Accounting for Stock-Based Compensation,” to stock-based employee
compensation.

Year Ended December 31
2002 2001 2000

Net income (1088), S TEPOTEd ......evviririirieieere et et et e et $ 2676 $ (4,372 $ 14,176
Deduct: Total stock-based employee compensation expense determined

under fair value based method for all awards, net of related tax effects..... (1.868) (2,530) (1,920)
Net income (1088), Pro fOrma......ceeeviiiriiiiiciiiiiiiiie et $ 808 $ (6,902) § 12,256
Basic and diluted earnings (loss) per share

AS TEPOTTE™ ...ovivireereeieiitee it et ettt e e bbb be e b s bt s st ebesbetenbesasnenssreses $ 011 $§ (@018 $ 058

Pro fOrma .....voeiieeeee ettt 0.03 (0.28) 0.50




The following table sets forth the fair value of each option grant during 2002, 2001 and 2000 using the
Black-Scholes option-pricing model and the applicable weighted-average assumptions:

Year Ended December 31
2002 2001 2000
Fair value Per OPLOM.....ciueeereieetiiierie et eie e rrenanrseeebretesreesesssnseeraenseonessees $ 379 $ 308 % 3.87
RiSK-fTee INEESE TALE ...evvveeieeeieieiiereceeieeee s tere et e sie e e ene e ne e e e 3.03% 4.56% 5.17%
Dividend Yield .......ccvoeevirieeiiieiiieierceese ettt ae e senae 0% 0% 0%
Expected VOLatility ......ccecvevceieeeiiieentecienee ettt 0.61 0.61 0.60
Expected Life (I YEATS)...vvvvceerveiiiiinirieesieeeteeseesieesseeseeeeseesrresaneensesemeennes 2-4 2-4 2-4

Insurance

We self-insure a substantial portion of our professional and general liability, workers’ compensation and
health benefit risks. Provisions for losses for these risks are based upon actuarially determined estimates. The
allowances for these risks include an amount determined from reported claims and an amount based on past
experiences for losses incurred but not reported. Estimates of workers’ compensation claims reserves are
discounted using an appropriate discount rate (6% at December 31, 2002). These liabilities are necessarily based
on estimates and, while we believe that the provision for loss is adequate, the ultimate liability may be more or
less than the amounts recorded. The liabilities are reviewed quarterly and any adjustments are reflected in
earnings in the period known.

Financial Instruments

We used various methods and assumptions in estimating the fair value disclosures for significant financial
instruments. Fair values of cash and cash equivalents, accounts receivable and accounts payable approximate their
carrying amount because of the short maturity of those investments. The fair value of long-term debt is
determined using market quotes and calculations based on current market rates available to us.

Reclassifications

Certain amounts in the 2001 and 2000 financial statements have been reclassified to conform with the
2002 presentation.

Impact of Recently Issued Accounting Standards

In June 2002, the FASB issued SFAS 146, “Accounting for Costs Associated with Exit or Disposal
Activities”. This statement requires that the fair value of a liability associated with an exit or disposal activity be
recognized when the liability is incurred. Prior to the adoption of SFAS 146, certain exit costs were recognized
when we committed to a restructuring plan, which may have been before the liability was incurred. We will adopt
the provisions of this statement in 2003. The adoption of SFAS 146 is not expected to have a material impact on
our financial position and results of operations.

In December 2002, the FASB issued SFAS 148, “Accounting for Stock-Based Compensation — Transition
and Disclosure, an amendment of FASB Statement No. 123”. SFAS 148 provides alternative methods of
transition for a voluntary change to the fair value method of accounting for stock-based employee compensation
as required by SFAS 123. In addition, SFAS 148 amends the disclosure requirements of SFAS 123 to require
prominent disclosures in both annual and interim financial statements. Certain of the disclosure modifications are
required for fiscal years ending after December 15, 2002 and are included in the Notes to these Consolidated
Financial Statements.




In November 2002, the FASB issued Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness to Others, an interpretation of FASB
Statements No. 5, 57 and 107 and a rescission of FASB Interpretation No. 34 (FIN 45). FIN 45 elaborates on the
disclosures to be made by a guarantor in its interim and annual financial statements about its obligations under
guarantees issued as defined within FIN 45. FIN 45 also clarifies that a guarantor is required to recognize, at
inception of a guarantee, a liability for the fair value of the obligation undertaken. The initial recognition and
measurement provisions are applicable to guarantees issued or modified after December 31, 2002. We do not
anticipate that FIN 45 will have a material impact on our consolidated financial position or results of operations.

In January 2003, the FASB issued Interpretation No. 46, “Consolidation of Variable Interest Entities,”
(FIN 46) to clarify the conditions under which assets, liabilities and activities of another entity should be
consolidated into the financial statements of a company. FIN 46 requires the consolidation of a variable interest
entity by a company that bears the majority of the risk of loss from the variable interest entity’s activities, is
entitled to receive a majority of the variable interest entity’s residual returns or both. The provisions of FIN 46 are
required to be adopted by us in fiscal 2003. We are currently evaluating the impact of the adoption of FIN 46 on
our consolidated financial position or results of operations.

2. Other Assets

Other assets are as follows:

December 31
2002 2001
Long-term receivables and advances to managed facilities .........cccccovuveeeeienneee $ 7,632 $ 15,155
Covenants not to compete, net of accumulated amortization............ccccocceeeeeneee 5,247 6,595
DIEPOSIES 1.ttt e 4,322 3,700
Deferred debt iSSUANCE COBLS ....evuviiieiriiiiiiietieree ettt s eseneie e 5,865 6,614
R @SOS, eeuerueeiiieiitiritirie ettt e st et e e e st ste s s baseee s bee b e et esasse s stbe s et snsontan 2,311 5,229

$ 25377 $§ 37,293

3. Goodwill and Intangible Assets

A summary of changes to goodwill during the year follows:

Disabilities Youth Training
Services Services Services Total
Balance at January 1, 2002......cccccoevverennnnn. $ 194915 % 9,442 S 7,589 $ 211,946
Goodwill added through acquisitions............ 5,953 357 — 6,310
Balance at December 31, 2002..........ccoue.e. $ 200868 $ 9799 § 7589 § 218256
Intangible assets are as follows:

December 31, 2002 December 31, 2001
Accumulated Accumulated
Gross Amortization Gross Amortization
Covenants not to COMPELE ........cveerrverrureernnnn, $ 15409 $ 10162 $ 15073 $§ 8478

Covenants not to compete are comprised of contractual agreements with stated values and terms and are
amortized over the term of the agreements.
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Amortization expense for the year ended December 31, 2002, was approximately $1.7 million. Estimated
amortization expense for the next five years is as follows:

Year Ending December 31

2003 .t e b bbb s h e R e a et e s e sttt e s b b one e ne b ie st e $ 1,170
2004 ..o e b bbb et s ea s 758
2005 e e ettt et R st e ab bt e sa et 748
2006 ...t e b et s s bbb cae b enes 694
2007 e b bbb e b en e bbb et 536

A reconciliation of net income and diluted earnings per share for the year ended December 31, 2001 and
2000 as if we had adopted SFAS 142 effective January 1, 2000, follows:

December 31, 2001 December 31, 2000
Diluted Diluted
Net Earnings Net Earnings
Income per Share Income per Share
ASTEported ....oooceiieiee e $ (4372 $ (018 $ 14176 $ 0.58
Goodwill amortization, net of tax............. 6.262 0.26 6,294 0.26
Asadjusted ....ooceeinenie e $ 1,890 $ 0.08 $ 20470 3 0.84

4. Property and Equipment

Property and equipment is summarized as follows:

December 31
2002 2001
Property and Equipment:
Land and land improvemeEnts ...........c.c.eeverveererreerieeesieecrseeesee e sresseseneesenes $ 6,039 $ 5,742
Leasehold iMPIOVEMENS .....ccccovveeeeiiiciieieniieee et st 15,875 13,916
BUIIAINZS ..ottt et et n e e eaes 34,940 32,213
Land and buildings under capital 1ease..........c..ccceeivviviirceniicii i er e 3,054 3,054
Equipment under capital Iease .......c.ccoeeeiervnirre e 2,870 2,362
Furniture and eqUIPMENT .........coccoeieiiuiiiee et ete et v eree 51,973 46,683
COnNSLIUCHION N PIOZTESS ..cucerveeerrererreierireenresreniaseraseesesessessesseseeseensensases 3,607 5420
118,358 109,390
Less accumulated depreciation and amortization...............cceeeevreeiivreennieneneenens 56,690 50,611
Net property and equipment $ 61668 $§ 58,779

s. Debt

Long-term debt consists of the following:
December 31

2002 2001
10.625% senior notes due 2008 ...........covvviieiieeiiiieeee e $ 150,000 $ 150,000
Credit faCHIIY oovv ettt e r e et eb e rr s — —
6% convertible subordinated notes due 2004, net of unamortized discount
of $749 in 2002 and $1,213 01 2001 ..c..oveviveviiiiieiireeseecre sttt e 90,602 96,147
5.9% convertible subordinated notes due 2005 .........ccovvveeereiieviiieiiiee e, 15,613 15,613
Notes payable and Other ... 2,492 3.450
258,707 265,210
LeSS CUITENE POTTIOTL ..euveiuviuiiiiiresiertieere e et e seestesee st esaese e s b beae e e esnesas 329 527

$ 258,378 $ 264.683




On November 15, 2001, we completed the issuance of $150 million of 10.625% Senior Notes due
November 2008. Interest on the notes is payable semi-annually and the notes may be redeemed, in whole or in
part, any time on or after November 135, 2005 at a redemption price equal to 100% of the principal amount thereof
plus a premium declining ratably to par, plus accrued interest. The senior notes contain certain covenants
restricting our ability to incur additional indebtedness (including the maintenance of a specified leverage ratio),
pay dividends, enter into certain mergers, enter in sale and leaseback transactions and sell or otherwise dispose of
assets. Additionally, the agreement places limits on the allowable amount of judgments or orders for the payment
of money by a court of law.

On November 15, 2002, we completed an amendment to our $80 million credit facility with National City
Bank (NCB fecility). The amendment revises the calculation of certain financial covenants. We are in compliance
with our debt covenants as of December 31, 2002.

At December 31, 2002, we had no borrowings under the NCB facility. Outstanding at that date were
irrevocable standby letters of credit in the principal amount of $39.7 million issued primarily in connection with
our insurance programs. As of December 31, 2002, we had $39.0 million available under the NCB facility.
Interest on the revolving credit facility is based on margins over LIBOR. The rate applicable, based upon the six-
month LIBOR, was approximately 4.1% and 4.5% at December 31, 2002 and 2001, respectively.

The 6% convertible subordinated notes are convertible, at the option of the holder, at any time prior to
maturity, unless previously redeemed, into common stock at a conversion price of $18.81 per share. The 5.9%

convertible subordinated notes are convertible into common stock at a conversion price of $25.84 per share.

Maturities of long-term debt are as follows:

Year Ending December 31
2003 sttt te e bt e e b e etr e bt a b e et b et teeareebea b b e b et aR b ehabaeReeeteeeteesbb et b b eareeerseraratbeeans $ 329
2004 .. cee ettt et e et et a et ere e tt e e bt et e et e b s eAbee et e e abeet shsesEeeareabeeereetbeereeteenreenteeans 92,605
2005 et e et e e r e e be bt he ke e R e e teate et aesEar s st ee s sen s e ereebeeReantansesesere et eareentenaas 15,628
2006 ..ttt et e ettt b bt e e e ata s R e et et baen st Rt R b e sbesE e et ae s enreert e e eaaeeneennas 31
2007 ettt ettt et a e be e et e bt bt eabe A e eae e et an e ehe ek e e e ensaent e besrtetseetsreere e benteeaeesbenreas 34
THETEATIET . .eiivverrieie sttt e ettt e tr e eteeesaes s b e ereeessesasaetbeesees ebtesasensaesesereasbeenteenreaseesbseses 150,080
$ 258,707
6. Accruoed Expenses

Accrued expenses are summarized as follows:
December 31

2002 2001
Wages and payroll tAXES ........cvveviiiverririiierinineicente e $ 20,400 $ 19,743
Compensated ADSEINCES ...veeuieeieiiiitiieiieciiie ettt st ree e e eree b e tee e e saneesssennes 10,822 8,330
WOTKErs' COMPENSAtION......cuiiviiiiiiriiiiiie ettt eb b e 12,991 12,040
Taxes other than INCOIME TAKES ...ovvveveiieieieiiiieeeretiieeeetreessertees st eeesrtree s sibeeeeees 1,763 2,222
............................................................................................................... 3,090 2,891
.................................................................................................................. 12,441 5,387

$ 61.507 $§ 50613
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7. Income Taxes

Income tax expense attributable to income from continuing operations is summarized as follows:

Year Ended December 31
2002 2001 2000
Federal:

CUITENE (DENETIL).......ccviveeeiieeecteeeeee sttt eeett s b et ete st eae st s et ensatesesersenees $ (7,408) $ 3,755 $ 8,160
Deferred (DEnefit)......ceiiviciieiiceeicee vt se e ea e eereseeees 8.254 (5,703) 53
Total federal ........ooviiieeiieciie ettt ne e 846 (1,948) 8,213

State and local:
CUrrent (DENETIL)......oeeiiieeicieeiree ettt estr e esrreesnar s eaeesssessnaesabees (1,469) 1,460 2,371
Deferred (DEnefit).....ueeeiecciiveiiieririiie et cerrres st e s e s eebresensnnnas 2.129 (1.428) 63
Total state and 10Cal........cccceeeiiiiiiiiicciicecie e e 660 32 2.434
Total income tax expense (benefit).........cceviverieesiierieniveeniencennne $§ 1506 § (1916) § 10,647

A reconciliation of the U.S. Federal income tax rate of 35% to income tax expense expressed as a percent
of pretax income follows:

Year Ended December 31
2002 2001 2000

Federal income tax at the Statutory TAte........cvcvvviiiuiriiiicieniiii e 35.0% 35.0% 35.0%
Increase (decrease) in income taxes:

State taxes, net of federal benefit.......cocovmvvvviveiiiiieiiie e 49 5.0 5.1

Foreign income taxes, net of federal credits ........cccoovvieeinvinicnninncnicnnnen. 6.3 (1.7) 0.5

Nondeductible amortization of 20odWill .......c.cccrvvriiiiiieeiiiceninir e, — (22.5) 5.7

JODS taX CreditS, NEL....oviiiiieciei et e cre et e s e e ae b e e sar e s ennerasees (24.9) 16.6 3.7

Other nondeductible eXPenses .......coccicvevirrereeniiiimeniienersiceseesieesessveenns 14.7 (1.9) 0.3

36.0% 30.5% 42.9%

During the years ended December 31, 2002, 2001 and 2000, we credited additional paid-in capital for the
tax benefits associated with the exercise of stock options in the amounts of $155, $32 and $51, respectively.
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The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and
liabilities are presented below:
December 31

2002 2001
Deferred tax assets:
ACCOUNTS TECEIVADIE ...vei ittt ee e ete e s b ebreesans s $ 3,052 $ 12,988
Workers’” COMPENSAION COSES .eovriierreririrrrireenrieee e st ecere e srestereenreoneannennas 5,106 4,673
Compensated ADSETCES. ........eeeirvirriereereerreseeeeeiesteseeestestesreeeetessesas et ebanseeiens 2,678 2,366
Other INSUTANCE TESETVES .o iveverurriieeeieiirarreeesseeratsseesssesssssresseserssssssnsesreesssosnsns 2,989 942
Other LiabilitieS and FESETVES ..vveviviiirree ittt errriesiireeceereetsererreeeeires e s eesereesesnsnss 1,899 1,097
Capital lease obligations and related capitalized property.........cccceovveeerrennn — 233
Deferred gains and FEVENUES ....coovveeiveerrirenieniecer ettt 2,640 3,133
Property and equipment due to differences in depreciation...........c.cocvveeneenns 526 530
Deferred tax CrEdifS...ooveiiiiiiiririciiiiereee ettt s e e e e earees e e s bae s s eneees 350 —
Total deferred taX ASSEIS cuvvvvivvireriereiieiirerirereiieeereeeeessestnaeerseeesssorraneess 19,240 25,962
Deferred tax liabilities:
ACCOUNTS TECEIVADIE ...vvvveiiiieirietirereteeeeesrtrte e e et rae e e e s sissar e e e e es s nenssaneaaesess 232 208
Capital lease obligations and related capitalized property.......cocccccecenvicrerrenenn. 62 —
Goodwili and other intangible aSSets ..........ccoeverrerierirnininerree et 8.017 4.442
Total deferred 1ax Habilities.....occovvvveevreeireviie e cerrrereeeenaaes 8,311 4,650
Net deferred tax @SSEL ... .veeieivvivvieciiiecireeeeerreecrt e s irreeecerereeeeaeresesaareseas $ 10929 $ 21312
Classified as follows:
Current deferred INCOME tAX @SSEL......cvvviveiivieieceiieeeereeeeeree e se et enrs e seeeanees $ 16,621 $ 22,583
Noncurrent deferred income tax Hability .....cocvevviviiineiniicciincieece e nnesne e (5,692) (1.271)
Net deferred taX ASSEE ...ccvvveriieiieiiiiiirieeeeeeieiiereeseeeraarerseeesaerrarsrrresneesssesnes $ 10.929 $ 21312

No valuation allowance for deferred tax assets was provided as of December 31, 2002 and 2001, nor was
there any change in the total valuation allowance for the years ended December 31, 2002, 2001 and 2000. The
realization of deferred tax assets is dependent upon us generating future taxable income when temporary
differences become deductible. Based upon the historical and projected levels of taxable income, we believe it is
more likely than not that we will realize the benefits of the deductible differences.
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8. Earnings per Share

The following data shows the amounts used in computing earnings per share and the effect on income and
the weighted average number of shares of dilutive potential common stock.

Year Ended December 31
2002 2001 2000

Income (loss) attributable to shareholders for basic and diluted

CAITINGS PEI SNATE ..evveverieeeriieieieei ettt e seetesse s stebe s sseaeseesbenssranens $ 2676 $§ (4372) $ 14,176
Weighted average number of common shares used in basic

EATTINGS PET SHATE «...eoiiiiieiiiiiiitiiee ettt ettt b eeb e 24,409 24,357 24,309
Effect of dilutive securities:

STOCK OPHONS. ..ttt ettt e e e bt e seeeriaestnesan e srnesarasnnes 141 — 45
Weighted number of common shares and dilutive potential common

shares used in diluted earnings per share........c..coeeccevreieveenennncecr s 24,550 24,357 24,354

The average shares listed below were not included in the computation of diluted earnings per share
because to do so would have been antidilutive for the periods presented:

Year Ended December 31
2002 2001 2000
Convertible subordinated NOES .........coovvivvieeiiiiiiieeeerieirreeee e crrere e e e saneereees 5,646 6,474 6,574
StOCK OPLIOMS c.eviveitiesie et sttt e steve st e et sae s e e e e aesteste et e essesresananbeseensessanes 1,849 1,905 2,037




9. Segment Information

We have three reportable operating segments: (i) disabilities services, (ii) youth services and (iii) training
services. We evaluate performance based on profit or loss from operations before interest and income taxes. The
accounting policies of the reportable segments are the same as those described in the summary of significant
accounting policies. Intersegment sales and transfers are not significant.

The following table sets forth information about reportable segment profit or loss and segment assets:

Disabilities Youth Training All  Consolidated

As of and for the year ended December 31: Services Services Services Other @ Totals
2002

REVENUES ..ot $ 717,335 $ 55975 §$ 146,414 $ — $919,724
Segment Profit.......cocceeierieeirrineiirnieneeieeseses e 47,983 1,996 15,367 (36,866) 28,480
TOtAl ASSEIS c.vvvieeeiieieiiee it eee s e sna e 377,045 41,464 22,114 105,989 546,612
Capital expenditures.........cccocevveeiieeeirnsieeesreenenenes 6,966 2,500 — 4,226 13,692
Depreciation and amortization ..............ecceeeveevvenrennens 7,893 1,226 — 2,743 11,862
2001

REVENUES 1ottt ettt se e srs e $690,187 $ 58,874 $ 136,654 $ — $ 885,715
Segment Profit. ... 35,470 691 14,192 (37,580) 12,773
TOtal ASSELS ..eovivrieerieeetieectreeeerreeree et et earee e 398,708 33,214 30,302 72,712 534,936
Capital expenditures .......cccooceerecrnreenieiereneneree e 5,311 1,509 — 2,503 9,323
Depreciation and amortization .............cceeeeveeerereennene 16,519 1,669 294 2,597 21,079
2000

REVEIUES <.t $672,906 $ 61,295 $ 123872 $ — $ 858,073
Segment Profit.....ccccoceeiviriieineriere e e 63,939 4,809 13,544 (34,910) 47,382
TOtAl ASSELS ....cvvievrecriieteecreeer ettt ereene s 418,309 33,024 24,354 61,084 536,771
Capital expenditires.............cevcereerrieeienecrincsrineeneenne 16,523 3,325 — 1,066 20,914
Depreciation and amortization ...........cccoccveveeeecrnennns 17,900 2,712 294 2,402 22,308

W All other segment profit is comprised of corporate general and administrative expenses, corporate depreciation and amortization

and all special charges. Segment profit for the Disabilities Services segment for the year ended December 31, 2001 includes
income of approximately $0.8 million related to a bequest from an estate.

10. Benefit Plans

We sponsor retirement savings plans which were established to assist eligible employees in providing for
their future retirement needs. Our contributions to the plans were $2.9 million, $2.9 million and $3.1 million in
2002, 2001 and 2000, respectively.

We also sponsor various stock option plans under which we may grant options to our salaried officers and
employees for up to 5,826,095 shares of common stock. Under the plans, the exercise price of each option equals
the market price of our stock on the date of grant, and an option’s maximum term is normally five years.
Generally all options, except those granted to certain key executives which have varied vesting schedules, vest
20% at date of grant and 20% per year over four years.

Under separate stock option plans, we may grant up to 190,000 shares to non-employee members of the
Board of Directors at an exercise price which cannot be less than the fair market value on the date of grant.




Stock option activity, including options granted to employees and non-employee directors, is shown
below:
2002

2001 2000

Weighted-
Average
Exercise

Weighted-
Average
Exercise

Weighted-
Average
Exercise

Outstanding at beginning of year

Granted
Exercised
Canceled

Outstanding at end of year
Exercisable at end of year

Shares

Price Shares

Price

Shares Price

2,804,627 $

357,250
(42,975)
(601.136)

2,517,766

1,813971 §

11.02
7.71
4.92

11.85

10.46

11.86

2,399,589
925,750

2.804.627
1.828.358

(56,420)
(464.292)

$ 1283
5.69

6.14

9.99

11.03

$ 1272

23

2,781,127
408,750
(67,064)

(723.224)

$ 14.83
8.20
7.75

18.33

38 12.85

1,725,169 $ 12.92

The following table summarizes information about stock options outstanding at December 31, 2002:

Options Outstanding

Options Exercisable

Range of Number ‘Weighted-Average Number

Exercise Outstanding at Remaining Weighted-Average Exercisable at Weighted-Average
Prices December 31,2002  Contractual Life Exercise Price December 31, 2002 Exercise Price
$ 3500 9.99 1,451,925 35 years $ 6.69 770,930 $ 6.91
10.00 to 14.99 762,090 0.8 years 13.85 757,590 13.85
15.00 to 19.99 135,750 0.9 years 16.36 128,700 16.32
20.00 to 23.50 168.001 0.7 years 22.85 156,751 22.88
2,517,766 23 years $ 10.46 1,813,971 $ 11.86

11, Special Charges

As of March 31, 2001, we ceased operating various group homes in the state of Tennessee under our
Disabilities Services division. In connection with the cessation of operations, we recorded a charge of
approximately $1.6 million which is recorded as a special charge in the accompanying statement of income. This
charge includes a $1.1 million write-off of unamortized goodwill, $200,000 for the write-off of various other
assets, and approximately $300,000 in costs related to exiting the program. In addition, during February 2001, in
connection with the amendment and restatement of the previous credit facility, we wrote off approximately
$134,000 of deferred debt issuance costs related to that credit facility.

During 2000, we approved and implemented a restructuring and operational reorganization plan. In
connection with the plan, we recorded a pre-tax charge of approximately $1.7 million ($1.0 million, net of tax, or
$0.04 per share), which is reflected as a special charge in our consolidated statement of income. This charge
consisted primarily of $700,000 in severance and employee-related costs, $300,000 in lease termination costs,
$300,000 in asset write-offs (principally deferred costs associated with pending acquisitions which were
discontinued as a result of the plan) and $200,000 in transaction and other costs. Through December 31, 2002, all
of the costs had been utilized.

On June 29, 2000, we announced that an agreement had been mutually terminated with an investor group
which had proposed to acquire all of our outstanding shares of common stock for $15.75 per share in cash.
Although the termination did not result in the payment by us of any cancellation or breakup fees, $1.8 million
($1.1 million, net of tax, or $0.04 per share) of previously deferred costs associated with the transaction were
expensed in 2000 and is included in special charges in our consolidated statement of income.
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12. Lease Arrangements

We lease certain operating facilities, office space, vehicles and equipment under operating leases which
expire at various dates. Total rent expense was approximately $43.9 million, $42.8 million and $38.6 million for
the years ended December 31, 2002, 2001 and 2000, respectively. We also lease certain land and buildings used
in operations under capital leases. These leases expire at various dates through 2022 (including renewal options)
and generally require us to pay property taxes, insurance and maintenance costs.

Future minimum lease payments under capital leases, together with the minimum lease payments required
under operating leases that have initial or remaining non-cancelable lease terms in excess of one year at December
31, 2002, are as follows:

Capital Operating

Year Ended December 31 Leases Leases
2003 .. e et h et s e et ae ke r b et b e et rene $ 1,266  § 26,310
2004 ... et b bbb et b bt e e b ee 824 21,125
2005 ottt e et ee e ebeer e e b e sheebe b 468 17,656
2000 ...ttt s 463 13,679
2007 ettt ettt ettt ettt bt bbbttt aeeat et bt neeanen 458 11,871
TRETCAIIET .ovviviiiiee et 1,557 57,809

Total minimum 1ease PAYMENLS ......c..ecereeveriieriiiiriiieenreeeerreneeeees e eeeesreene e 5036 $ 148450
Less amounts representing iNteIESE. . . oueereeerrerrerereerieieeirste et seesreees e s e seesrecnnsnns 1,319
Present value of minimum 1ease payments........c.cecereieeurrercenenieeeenieneeneeneeneeeenees 3,717
Less Current MAtUIItIes ....c..coveecviiiiicoiiiiiic e s 972
Total long-term obligations under capital leases...........cccoccovvvininiiiiiniiiiininiinn, $ 2,745

We lease certain of our facilities under operating and capital leases with various partnerships controlled
by a director of our company. Annual payments under these lease arrangements approximate $0.6 million.

During 2001, we entered into various transactions for the sale of certain real properties in which we
conduct operations. Proceeds from the sales were approximately $23.0 million. The assets are being leased back
from the purchasers over terms ranging from five years to 15 years. The leases are being accounted for as
operating leases. The transactions resulted in gains of approximately $3.1 million, which are being amortized over
the respective lease terms.

We also entered into various sale and leaseback transactions in December 2000. Proceeds from the sales
were approximately $26.5 million. The assets are being leased back from the purchasers over terms ranging from
~ five years to 18 years. The leases are being accounted for as operating leases. The transactions resulted in net
gains of approximately $2.0 million, which are being amortized over the respective lease terms.

13. Financial Instruments

At December 31, 2002 and 2001, the fair values of cash and cash equivalents, accounts receivable and
‘accounts payable approximated carrying value because of the short-term nature of these instruments. The fair
value of our other financial instruments subject to fair value disclosures are as follows:

2002 2001
Carrying Fair Carrying Fair
Amount Value Amount  Value
Long-term debt:
10.625% SENIOT TIOLES 1oevvviveesverieeeeeesreeeesneeesesttereesaeesssnaes e $ 150,000 $ 108,750 $ 150,000 $ 150,750
6% convertible subordinated notesS .......ccccoeeieiiiiiiev e 90,602 74,294 96,147 84,460
5.9% convertible subordinated NOLES ...........covervvvvrrrvevirirennns 15,613 12,647 15,613 12,607
Notes payable and other........cccevviiiiiicinnicciie e, 6,209 6,209 3,450 3,450




We estimated the fair value of the debt instruments using market quotes and calculations based on current
market rates available to us.

14. Change in Estimate

Effective January 1, 2002, we changed our accounting estimates related to depreciation of certain assets
associated with our accounts receivable and time and attendance management systems. The estimated useful lives
of these assets were extended four years, based on the expected useful lives of the respective systems. As a result
of the change, net income for the year ended December 31, 2002 was increased by approximately $0.3 million, or
$0.01 per diluted share.

15. Commitments and Contingencies

In July 2000, American International Specialty Lines Insurance Company, or AISL, filed a Complaint for
Declaratory Judgment against us and certain of our subsidiaries in the U.S. District Court for the Southern District
of Texas, Houston Division. In the Complaint, AISL sought a declaration of what insurance coverage was
available to ResCare in Cause No. 299291-401; In re: Estate of Trenia Wright, Deceased, et al. v. Res-Care, Inc.,
et al., which was filed in Probate Court No. 1 of Harris County, Texas (the Lawsuit). After the filing, we entered
into an agreement with AISL whereby any settlement reached in the Lawsuit would not be dispositive of whether
the claims in the Lawsuit were covered under the insurance policies issued by AISL. AISL thereafter settled the
Lawsuit for $9 million. It is our position that: (i) the Lawsuit initiated coverage under policies of insurance in
more than one policy year, thus affording adequate coverage to settle the Lawsuit within coverage and policy
limits, (ii) AISL waived any applicable exclusions for punitive damages by its failure to send a timely reservation
of rights letter and (iii) the decision by the Texas Supreme Court in King v. Dallas Fire Insurance Company, 85
S.W.3d 185 (Tex. 2002) controls. Prior to the Texas Supreme Court’s decision in the King case, summary
judgment was granted in favor of AISL but the scope of the order was unclear. Based on the King decision, the
summary judgment has been set aside and there are currently motions for summary judgment pending by both
AISL and ResCare under consideration. If both motions are denied, it is likely the case would be sent for trial
within the next year. Any decision adverse to ResCare would be appealed to the United States Court of Appeals
for the Fifth Circuit. We have not made any provision in our consolidated financial statements for any potential
liability that may result from final adjudication of this matter as we do not believe it is probable that an
unfavorable outcome will result from this matter. Based on the advice of counsel, we do not believe it is probable
that the vltimate resolution of this matter will result in a liability to us nor have a material adverse effect on our
consolidated financial condition, results of operations or liquidity.

On September 2, 2001, in a case styled Nellie Lake, Individually as an Heir-at-Law of Christina Zeliner,
deceased; and as Personal Representative of the Estate of Christina Zellner v. Res-Care, Inc., et al., in the U.S.
District Court of the District of Kansas at Wichita, a jury awarded noneconomic damages to Ms. Lake in the
amount of $100,000, the statutory maximum, as well as $5,000 for economic loss. In addition, the jury awarded
the Estate of Christina Zellner $5,000 of noneconomic damages and issued an advisory opinion recommending an
award of $2.5 million in punitive damages. The judge, however, was not required to award the amount of punitive
damages recommended by the jury and on February 4, 2002, entered a punitive damage judgment in the amount
of $1 million. Based on the advice of counsel, we appealed the award of punitive damages, based on numerous
appealable errors at trial and have since settled the case, without any contribution from AISL, for approximately
$750,000. Prior to settlement, we filed a Declaratory Judgment action against AISL which is currently pending in
the United States District Court for the Western District of Kentucky, Louisville Division, alleging that the policy
should be interpreted under Kentucky law, thus affording us coverage. We have since sought leave of court to
amend our complaint for breach of contract, bad faith insurance practices, as well as unfair claims practices under
applicable Kentucky statutes. In addition, ResCare has filed a motion for judgment on the pleadings in regard to
its declaration of rights action. In the interim, AISL has filed a motion to transfer this action to the District of
Kansas. ResCare has vigorously resisted this motion and anticipates that it will be denied and the case will remain
in Kentucky. Based on the advice of counsel, we believe any damages resulting from this matter are covered by
insurance and, accordingly, we have not made any provision in our consolidated financial statements for any
potential liability that may result from final adjudication of this matter. Further, we believe that recovery of the
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settlement is probable and, therefore we do not believe that the ultimate resolution of this matter will have a
material adverse effect on our consolidated financial condition, results of operations or liquidity.

In September 1997, a lawsuit, styled Cause No. 98-00740, Nancy Chesser v. Normal Life of Texas, Inc.,
and Normal Life, Inc. District Court of Travis County, Texas was filed against a Texas facility operated by the
former owners of Normal Life, Inc. and Normal Life of North Texas, Inc., one of our subsidiaries, asserting
causes of action for negligence, intentional infliction of emotional distress and retaliation regarding the discharge
of residents of the facility. In May 2000, a judgment was entered in favor of the plaintiff awarding the plaintiff
damages, prejudgment interest and attorneys’ fees totaling $4.8 million. In October 2000, ResCare and AISL
entered into an agreement whereby any settlement reached in Chesser and a related lawsuit also filed in the
District Court of Travis County, Texas would not be dispositive of whether the claims in those suits were covered
under the policies issued by AISL. AISL' thereafter settled the suits and filed a Complaint for Declaratory
Judgment against Normal Life of North Texas, Inc. and Normal Life, Inc. in the U.S. District Court for the
Northern District of Texas, Dallas Division. In the Complaint, AISL seeks a declaration of what insurance
coverage is available to ResCare in the lawsuits. It is our position that the lawsuits initiated coverage under the
primary policies of insurance, thus affording adequate coverage to settle the lawsuits within coverage and policy
limits. The trial of this declaratory judgment action previously scheduled in March 2002 and December 2002 has
been postponed. We have not made any provision in our consolidated financial statements for any potential
liability that may result from final adjudication of this matter. Based on the advice of counsel, we do not believe it
is probable that the ultimate resolution of this matter will result in a liability to us nor have a material adverse
effect on our consolidated financial condition, results of operations or liquidity.

In December 1999, a lawsuit styled James Michael Godfrey and Sherry Jo Lusk v. Res-Care, Inc., was
filed by the former owners of Access, Inc., one of our subsidiaries, claiming fraud and unfair and deceptive trade
practices. On July 29, 2002, a judgment was entered in favor of the plaintiff awarding the plaintiff damages of
$990,000 with interest on $330,000 from December 1, 1999. Based on the advice of counsel, we have appealed
the award of damages, based on numerous appealable errors at trial. In our opinion, after consulting with outside
counsel, substantial grounds exist for a successful appeal. We have not made any provision in our consolidated
financial statements for any potential liability that may result from final adjudication of this matter. Based on the
advice of counsel, we do not believe it is probable that the ultimate resolution of this matter will result in a
liability to us nor have a material adverse effect on our consolidated financial condition, results of operations or
liquidity.

On June 21, 2002, we were notified that our mental health services subsidiary was the subject of an
investigation concerning allegations relating to services provided by the subsidiary under various programs
sponsored by Medicaid. The subsidiary under investigation is a non-core operation that provides skills training to
persons with severe mental illness in five Texas counties. The mental health operation is managed by its founders
under a management contract and represents less than 1% of the total revenues of the Disabilities Services
division. During the third quarter, we received a Civil Investigative Demand from the Texas Attorney General
(TAG) requesting the production of a variety of documents relating to the subsidiary. We are cooperating with the
TAG in providing the requested documents and have engaged special counsel to conduct an internal investigation
of the allegations. Based on the results of our investigation, we believe that the subsidiary has complied with the
applicable rules and regulations governing the provision of mental health services in the State of Texas. Although
we cannot predict the outcome of the investigation with certainty, and we have incurred and could continue to
incur significant legal expenses in connection with document production and our response to the investigation, we
do not believe the ultimate resolution of the investigation should have a material adverse effect on our
consolidated financial condition, results of operations or liquidity.

In July 2002, Lexington Insurance Company (Lexington) filed a Complaint for Declaratory Action
against one of our subsidiaries in the U.S. District Court for the Southern District of Texas, Houston Division. In
the Complaint, Lexington sought a declaration of what insurance coverage was available in Cause No. 14763-
BHO1; William Thurber and Kathy Thurber, et al v. Educare Community Living Corporation — Gulf Coast
(EduCare), which was filed in the 23" Judicial District Court of Brazoria County, Texas. After the filing, we
entered into an agreement with Lexington whereby any settlement reached in Thurber would not be dispositive of
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whether the claims were covered by insurance. Lexington and Educare thereafter contributed $1.0 million and
$1.5 million, respectively, and settled the lawsuit. Currently, both EduCare and Lexington have motions for
summary judgment pending. We expect our contribution to the settlement to be reimbursed by Lexington under
the applicable policies. It is our position, after consulting with outside counsel, that the Thurber lawsuit is covered
by the primary and umbrella policies issued by Lexington. We have not made any provision in the consolidated
financial statements for any potential liability that may result from final adjudication of this matter. Further, we
believe that recovery of the settlement is probable and, therefore, we do not believe that the ultimate resolution of
this matter will have a material adverse effect on our consolidated financial condition, results of operations or
liquidity.

In August 1998, with the approval of the State of Indiana, we relocated approximately 100 individuals
from three of our larger facilities to community-based settings. In June 1999, in a lawsuit styled Omega
Healthcare Investors, Inc. v. Res-Care Health Services, Inc., the owner of these facilities filed suit against us in
U.S. District Court, Southern District of Indiana, alleging in connection therewith breach of contract, conversion
and fraudulent concealment. In January 2001 and July 2002, Omega filed amended complaints alleging wrongful
conduct in the appraisal process for the 1999 purchase of three other facilities located in Indiana, for conversion
of the Medicaid certifications of the 1998 Indiana facilities and a facility in Kentucky that downsized in 1999, and
for breach of contract in allowing the Kentucky facility to be closed. On the advice of counsel, we believe that the
amount of damages being sought by the plaintiffs is approximately $27 million, however, it appears the claims for
compensatory damages may be duplicative. Omega has filed two motions for partial summary judgment which
are pending before the Court and the case is currently set for trial in June 2003. We believe that this lawsuit is
without merit and will defend it vigorously. We do not believe it is probable that the ultimate resolution of this
matter will have a material adverse effect on our consolidated financial condition, results of operations or
liquidity.

In addition, we are a party to various other legal and/or administrative proceedings arising out of the
operation of our facilities and programs and arising in the ordinary course of business. We believe that, generally,
these claims are without merit. Further, many of such claims may be covered by insurance. We do not believe the
results of these proceedings or claims, individually or in the aggregate, will have a material adverse effect on our
consolidated financial condition, results of operations or liquidity.
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16. Quarterly Data (unaudited)

2002

REVENUES .covviviiiiiiiiieecrcciennsine e
Facility and program contribution...........c...cccoceneee
Net income (108S)....cvevcrriveiienrieiiire e,
Basic earnings (loss) per share ........coccccevenceeennnne.
Diluted earnings (loss) per share .........cccoevevecnenn.

2001

REVENUES ..ovvieeiiiiviiiie ittt
Facility and program contribution................ccceveeu....
Net income (J0SS)....cevvriiririeneeireecrieiresressenerensenas
Basic earnings (loss) per share ..........cccceeveievrnnnn.
Diluted earnings (loss) per share........c.cc.ccecerveeee.

2000

REVENUES ...,
Facility and program contribution.......c..coccveeneenen.
NELINCOIMIE ..o.veveeiiiiereeeier et
Basic earnings per share......... ettt
Diluted earnings per share..........ccccoevevvnnvccnnnnnn

First Second Third Fourth
Quarter Quarter Quarter Quarter Total

$ 222914 $ 229,866 $ 233,120 §$ 233,824 $ 919,724
21,972 22,892 22,773 6,771 74,408
2,445 3,644 3,686 (7,099) 2,676
0.10 0.15 0.15 (0.29) 0.11
0.10 0.15 0.15 (0.29) 0.11
$ 217,741 $ 219,191 $ 222,566 $ 226,217 $ 885,715
20,420 22,430 23,075 2,036 67,961
364 2,368 3,530 (10,634) 4,372)
0.01 0.10 0.14 (0.44) (0.18)
0.01 0.10 0.14 (0.44) (0.18)
$ 208,893 $ 211,561 $ 216,298 $ 221,321 $ 858,073
27,432 25,341 25,512 23,935 102,220
5,887 2,915 3,059 2,315 14,176
0.24 0.12 0.13 0.10 0.58
0.23 0.12 0.13 0.10 0.58
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During the periods presented, we recorded the following items:
Diluted
Pre-tax Net Earnings
Statement of Income Quarter Income Income per Share
Line Itemn Impacted Recorded Impact Impact Impact
Year Ended December 31, 2002:
Write-off of doubtful Facility and program 4t $ (14,764) $ 9,522) $ (0.39)
accounts receivable expenses
Costs associated with Facility and program 4" (1,476) (952) (0.04)
non-core operation expenses
Gains on debt extinguishment @ Other income 34 1.277 823 0.04
$  (14,963) $ 9.651) $ {0.39)
Year Ended December 31, 2001:
Allowance for doubtful Facility and program 4 $ (15,500) $ (9,319) $ (0.38)
accounts receivable expenses
Accrual for workers’ Facility and program 4 (6,500) (3,908) (0.16)
compensation ©’ expenses
Closure charge © Special charges ™ (1.595) (901) (0.04)
h) (23,595) §  (14,128) § (0.58)
Year Ended December 31, 2000:
Costs associated with Special charges 3 $ 1,757 § (1,028) $ (0.04)
terminated buyout 7’
Restructuring costs ® Special charges 3¢ (1,673) (979) (0.04)
Settlement of lawsuit © Special charges 31 (600) (409) (0.02)

$ (4.030) $ (2,416) $ (0.10)

M The $14.8 million accounts receivable write-off in the fourth quarter eliminates substantially all trade receivables with dates

of service 2000 and prior. We wrote-off the amounts after consideration of the deterioration in various states’ budgets and
the resulting impact on opportunities for collection.

@ . The non-core operation charge relates to costs associated with an investigation and closure of certain units of a non-core
operation which provides skills training to persons with severe mental illness in five Texas counties. The mental health
operation is managed by its founders under a management contract and represents less than 1% of the total revenues of the
Disabilities Services division. The charge includes amounts necessary to close the operations in two of the five counties and
for legal fees incurred to respond to the inquiries discussed in Note 15.

@ . During 2002, we completed transactions to redeem $6.0 million of its 6% convertible notes resulting in gains on
extinguishment of debt of approximately $1.3 million.

@ In the fourth quarter of 2001, we recorded an additional provision for losses on accounts receivable of $15.5 million as a
result of information obtained during the implementation of the new accounts receivable system.

L In the fourth quarter of 2001, we recorded an additional provision for insurance claims for workers’ compensation of $6.5
million based on studies of our workers’ compensation experience.

© . In the first quarter of 2001, we recorded a charge of $1.6 million related to the write-off of assets and costs associated with
the cessation of certain operations in Tennessee.

? _ During 2000, we recorded a charge of $1.8 million related to the write-off of costs associated with the terminated
management-led buyout.

® _ During 2000, we recorded a charge of $1.7 million related to our 2000 restructuring plan implemented in the third quarter of
2000.

@ During 2000, we recorded a charge of $0.6 million related to the settlement of a lawsuit.
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ResCare, Inc.

Schedule II - Valuation and Qualifying Accounts
For the Years Ended December 31, 2002, 2001 and 2000

Additions
Balance at  Charged to Deductions Balance
Beginning Costs and at End
of Period Expenses Write-offs  Reclassifications ~ of Period

(In thousands)

Allowance for doubtful accounts receivable:

Year ended December 31,2002......cccvvveevennene $ 33,013 $ 19,566 $(43,414) $ (1,500) $ 7,665
Year ended December 31, 2001 ........ccccveeneens 17,527 19,293  (3,807) — 33,013
Year ended December 31, 2000........cc.ccvee. 17,163 3,707 (3,343) — 17,527
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Ronald G. Geary
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Chairman since 1998, a director and president since 1990

James R. Fornear
Princci})al founder, ResCare

EADERSHIP TEAM —

Ronald G. Geary
-Chairman, pres1dent and chief executive officer
L Bryan Shaul

¢ rc91dent, finance and administration

President from 1974 to 1990, chief executive officer from

1989 w0 1993
E. Halsey Sandford

Former senior executive, ResCare
Director of ResCare since 1984

~.Spiro B. Mitsos, Ph.D.
Adjunct faculty member at Southern Illinois’ Umver51ty
Un1versxty of Kentucky and University of Evansville
Secretary of ResCare board since 1984 and director sin

Seymour L. Bryson, Ph.D.
~ Associate Chancellor, Southern Illinois Umversmy,/ Catbondale Z-
D1recror of ResCare since 1989 . =

Ohvm E Kirtley, C.PA.

Business consultant
Director of ResCare since 1998

“Vincent D. Pettinelli /
_ Former chairman of the board, PeopleServe, Inc /
. Diréctor of ResCare since 1999 ’

Michael J. Foster
Managing director, RFE Management Corporation
Director of ResCare since 2001

Steven S. Reed
Managing member, Reed Wicker, PLLC
Director of ResCare since 2003

David S. Waskey

General counsel

Nina P Seigle
Chief people officer

Kelley Abell

Chiet government relations officer

Nel Taylor

Chief communication officer

Barbara J. Wolf
Chief compliance officer

AUDITORS KPMG LLP Louisville, Kentucky

ANNUAL MEETING The annual meeting of shareholders
will be held at 10:00 a.m., August 8, 2003, at The Olmsted,
3701 Frankfort Avenue, Louisville, Kentucky, 40207.

REGISTRAR AND TRANSFER AGENT National City
Bank, Stock Transfer Department, PO. Box 92301,
Cleveland, Ohio, 44193-0900, (800} 622-6757

Inquiries regarding stock transfers, lost certificates or address
changes should be sent to the above address.

COMMON STOCK ResCare stock is traded on Nasdaq
(RSCR)

INVESTOR INFORMATION

FORM 10-K AND OTHER INFORMATION

The Annual Report to the Securities and Exchange
Commission on Form 10-K and other financial information
such as interim and annual reports to shareholders are
available without charge upon request from:

Investor Relations Department
ResCare

10140 Linn Station Road
Louisville, Kentucky 40223
Phone: (502) 394-2100

Fax: (502) 394-2251
communication@rescare.com




o Mission

We at ResCare are dedicated and caring people
who together form a human service company
providing quality supports to enhance
the lives of individuals.

We commit to effectively manage our resources
in order to fulfill our responsibilities
to the people we support, our employees,
our customers and our communities.

We serve with respect, compassion and skill.

Building Lives, Reaching Potential.

ResCare

10140 Linn Station Road
Louisville, Kentucky 40223

Phone: (502) 394-2100
Fax: (502) 394-2206

Web: www.rescare.com




